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Why glObal Warming? Some may be surprised that we

would devote our annual report to a topic as controversial as global

warming. Cinergy operates coal-6red generating stations and burns

z5 to 3o million tons of coal per year. Coal has been linked to global

warming. But those who know Cinergy won't be surprised by this

report's theme. Cinergy has a history of being a thought leader in

environmental debates.

0

CAN WE FIND COMMON GROUND' ?

We know that finding common ground on global

warming must begin with dialogue. With this in mind,

we interviewed z3 of our stakeholders representing

eight stakeholder groups. Those interviews are the

focus of this report. We encourage you to read what.

our stakeholders think about global warming in the

pages following the letter to stakeholders. If you would

like to read their in-depth comments, please visit our

website, Cinerp. corn.

WHAT DOES THIS HAVE TO DO WITH YOUR

INVESTMENT IN CINERGY?

If you take the long-term view as we do, you know the

answer —everything. You' ve made an investment in us,

and we are committed to providing you with a superior

return on your investment over time by consistently

-executing on our business model. Our model capitalizes

on our low-risk platforms in the power and gas indus-

tries to deliver sustainable and predictable earnings

growth. Our foundation continues to be our low-cost



A80UT THE COVER

The cover design represents the diverse

public views on the global warming debate

and the struggle to find a common ground.

This is also our approach. We confront

our major issues and challenges by hstening

to our stakeholders. Our goal is to always

weigh the interests of our stakeholders

to find a balanced, sensible solution

—a common ground.

LISTENING TO OUR STAKEHOLDERS

Timing is Everything 16

Not In My Backyard (NIMa Y) 18

We Live in One World and Each Act of Ours Affects the Whole 20

Doing Nothing is Not a Choice 22

Balancing the Past, Present and Future 24

The Price is Right 26

If Two Heads are Better. . . 28

Value Comes from Our Values so

generation and distribution assets, high customer

satisfartion, diversified and balanced supply and

demand portfolios in power and gas, and our ability

to deliver constructive regulatory and legislative

outcomes. Our time-tested business model will allow

us to effectively address the environmental and climate

change uncertainties we face, while continuing to

deliver value to all of our stakeholders.
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Letter to Stakeholders

Dear fellow investors, customers, employees and others who have a vested

interest in our success —our policymakers, regulators, suppliers, partners

and communities:

My seven-year-old granddaughter Emma surprised me during a recent holiday

visit when she told me she wanted "to protect endangered species.
" It was her

answer to my question about what she wanted to do when she grew up. As I listened,

it became clear to me that she understood what this meant and why it was impor-

tant to her. Her concern for the future of our planet is the same concern at the

heart of the global warming debate and the struggle to find the best way forward.

All of us have a stake in the increasingly heated

debate on global warming in our nation and around

the world. In unrertain times, it"s even more important
to listen to those who have a vested interest in our

future and to find the common ground that allows

us to move ahead in a sensible manner.

To that end and for this annual report, we inter-

viewed z3 people representing eight stakeholder groups

to find out whether they believe it is possible to find

common ground on global warming. You can read

quotes from their interviews in the section after this letter,

and I invite you to read their interviews on Ciner~. corn.

You might think of the lines on the cover of this

report as representing public views on global warming

and the policy choices we face —colorful, disparate

and diverging initially —but ultimately converging

at a common renter that is more united than divided.

One idea the interviewees all share is simple; find-

ing common ground starts with real dialogue. It starts

with a willingness to speak openly, candidly, without

fear and with imagination and hope. It starts first with

a belief that we must steward this planet, not just for

ourselves but for future generations. It starts by asking

tough questions that require direct answers.

I'm sure you might expect us to duck. this issue.

After all, we burn z5 to 3o million tons of coal each

year. We are one of the largest burners of coal in the

U.S.power industry, and egal, like all fossil fuels, has

been linked to global warming. Further, no law cur-

rently mandates the reduction of carbon dioxide (CO, )

and other greenhouse gas (GHGl emissions from our

power plants.

Additionally, there is an unresolved but robust

debate on the "science" of global warming. We know that

CINEROY CORP. 2004 ANNUAL REPORT 3



LETTER TO STAKEHOLOERS

GREENHOUSE GASES (GHG) —WHAT ARE THEYT

For this annual report, GHG are defined as:
carbon dioxide (CO2), methane (CH„), nitrous oxide

(N20), hydrofluorocarbons (HFCs), perfhtorocarbons

(PFCs) and sullfztr hexafluoride (SFs). The primary sources

of these gases are:

CO& —Combustion offossil fuels and industrial processes

CH& —Landfills, coal mines, oil and gas operations,

and agricultural activities

N, O —Agricultural activities, combustion offossil fztels

and industrial processes

HFCs, PFCs and SFs —Industrial processes and leakage

Source: Energy Information Administration, US. Departntent of Energy

human activity is contributing to the warming of our
planet. However, the debate is over the extent of that

contribution and the magnitude of the consequences.

To simply avoid this debate and fail to understand the

implications of the regulation of CO, and GHG on oln'

company is not an option. This conclusion is under-

pinned by the numerous signposts we have observed

in the last few years:

SIGNPOST ¹1

THE STATES ARE TAKING ACTION:

Rt Four states have an overall cap on GHG ernissions and

two states have a cap on power plant CO, emissions.

Rt Four states require source reporting of CO, emissions

and three have voluntary reporting programs.

Rt Eight states regulate GHG emissions.

s 18 states have mandatory renewable energy portfolio
standards.

Rt Eight states have filed suits against Cinergy and four
other coal-burning utilities to curb GHG emissions.

SIGNPOST ¹2

AN INCREASING NUMBER OF U.S. SENATORS ARE

EXPRESSING CONCERN ABOUT GLOBAL WARMING:

m In 1997, the U.S. Senate voted 95-o to reject ratifica-

tion of the I&yoto Protocol. But in 2003, the McCain-

Lieberman Climate Stewardship Act, that would have

regulated CO, ernissions, fell just eight votes short of
passing, with two senators not voting. The Act has

been reintroduced in the new Congress.

s This may mean the likelihood of passing comprehen-

sive legislation regulating the emission of sulfur

dioxide (SO,), nitrogen oxides (NON) and mercury

(Hg) from coal-fired power plants is highly uncertain

unless CO, is also addressed. It has become "the

elephant in the room" in the debate on comprehen-

sive environmental legislation.

SIGNPOST ¹3

THE KYOTO PROTOCOL TO REDUCE GHG WAS APPROVED

BY 3B INDUSTRIAL NATIONS AND BECAME LAW ON

FEBRUARY 16, 2005:

Rt Europe wants to accelerate GHG mitigation and

develop adaptation measures. Some countries are

already focused on what to do after the Kyoto accord

expires in zozz and have already released their draft

post-Kyoto strategies.

tR British Prime Minister Tony Blair is so focused on
the issue of global warming that it will be at the

center of the G8 nations' summit meeting this year.

In his recent address at the World Economic Forum

meeting in Davos, Switzerland, he said, "The climate

debate will be how and on what time scale it is

confronted; not whether. "

4 CINERGY CORP. EOOA ANNUAL REPORT



LETTER TO 5TAKEHOLOERS

SIGNPOST ¹4 SIGNPOST ¹6

A GROWING NUMBER OF INDIVIDUAL SHAREHOLDERS

AND SHAREHOLDER GROUPS ARE ASKING COMPANIES,

SUCH AS CINERGY, TO QUANTIFY THE RISKS ASSOCIATED

WITH GHG EMISSIONS:

s Investors are requesting that companies discuss the

climate change issue publicly, disclose their emissions

and demonstrate that they are taking proactive steps

to plan for a carbon-constrained world.

GLOBAL WARMING IS BECOMING PART OF OUR

EVERYDAY CONSCIOUSNESS:

s Global warming was on the covers of BusinessWee1c

and National Geographic in zoo4. ¹tionaI Geographic

said "zoo4 was the year global warming got respect.
"

w Last year, global warming was the basis for a major

motion picture, a television miniseries and a best-

selling novel by Michael Crirhton.

s The assets of socially responsible mutual funds are

growing faster than the mutual fund industry as a

whole. Investments in these funds have increased

156 percent in five years to 53z billion, acrord-

ing to recent reports. These funds are

stepping up their advocacy efforts. All

sorially responsible investing has

grown seven percent in the last

five years to $z.z trillion.

~L In zoo5, a respected industry trade publication, Public

Utilities Fortnightly, featured global warmirig as the

cover story for its February issue.

1998% Wg NN IW IICi', ~MCI~~ ~R w.- ~e ew~

s The California Public 5..

Employees' Retirement System

{Calpers) announced that it will sign

on to the Global Carbon Disclosure

Project, an international effort to

improve the transparency of business risks

associated with climate change.

SIGNPOST ¹5

Collectively, these signposts indicate that

there is growing concern about global

warming and that the regulation of CO, is

being increasingly considered. We have not

been required to curb our emissions of

CO, ol GHG at this time. Yet, we realize

that this may change in the future.

I New CO, regulations would probably

increase our cost of generating elertricity

over time and ultimately result in higher

prices for our customers, We believe it is

prudent to plan for a scenario where CO,

is regulated in the future, so that we will be

able to comply with those regulations in a cost-effective

manner for our shareholders and customers.
C02 AND GHG EMI5SIONS TRADING MARKETS ARE

DEVELOPING IN EUROPE AND THE UNITED STATES:

e In January zooS, the European Union initiated

its Emissions Trading Scheme, which imposes

a mandatory COE emissions cap and farilitates

the trading of CO, allowances among iz, ooo

Bu industrial installations.

w The Chicago Climate Exchange, which was established

in late zoo3 as the world's first multi-national and

multi-sector marketplace for trading GHG ernissions,

has grown from 13 to 85 members.

s A coalition of nine Northeast states has initiated the

Regional Greenhouse Gas Initiative, which would

create a regional market-based CO, cap-and-trade

program for these states.

WHAT I5 CINERGY DOING TO ADDRESS ITS GREENHOUSE

GAS EMISSIONS?

We have taken steps to reduce our dependence on coal.

In the last five years, we spent about si billion to add

z,ooo megawatts of natural gas-fired generating capacity.

We converted one of our oldest coal plants to natural gas.

These actions allow us to meet peale electricity demand

with reduced emissions. For example, gas-fired plants

produce electricity with two-thirds less CO, emissions

than typical coal plants. Our total coal-fired generation

capacity has dropped from approximately 87 to 73 per-

cent since 1998.

And, we stepped up our activities to address GHG

emissions in zoo4. First, we announced our plans to

meet the GHG reduction commitments we made in zoo3.

Between zoo4 and zoio, we will spend approximately

CINERGY CORP. 2004 ANNUAL REPORT 5



LETTER TO STAKENOLOERS

CINERGY'S PURPOSE AND STRATEGY

PURPOSE STRATEGY

We provide reliable, competitively priced energy and

related services to the millions ofpeople we serve, ma1cing

their lives safer, healthier and more comfortable. We aspire

to be the energy company preferred by each ofour stake-

holders —investors, customers, employees, policyma1cers,

regulators, suppliers, partners and the communities we serve.

Balance, Improve, Grow —"Think BIG. We strive to

balance the needs of our stakeholders, improve everything

we do and profitably grow the company.

CORPORATE PROFILE:

LOW-RISK GROWTH PLATFORMS IN THE POWER AND GAS INDUSTRIES

REGULATED COMMERCIAL

BUSINESS

DESCRIPTION

Regulated consists of PSI's regulated generation,

transmission and distribution operations, and
cGea's regulated electric and gas transmission

and distribution systems. Regulated plans,

constructs, operates and maintains Cinergy's

transmission and distribution systems, and

delivers gns and electric energy to consumers.

Commercial manages our wholesale generntion

and energy marlceting and trnding activities.

Commercial's wholesale generation includes

cGcSa's electric generation in Ohio, which was

deregulated beginning in zoos. Commercial

also peiforms energy risk management activities,

provides customized energy solutions and is

responsible for all of our international operntions.

NOTABLE

STATISTICS

Electric Operations

w Owns 7 o55 megawatts ofgenerating

capacity

w Provides regulated transmission and

distribution service to approximately

I.5 million customers

w Serves a 25, ooo square-mile service territory

w Operates approximately 48, ooo circuit miles

of electric lines

Gas Operations

w Provides regulated transmission and distribu-

tion service to approximately 5oo, ooo customers

w Serves a 5,000 square-mile service territory

~ Operates approximately 9,2oo miles

ofgas mains and service lines

w Owns 6,2' megawatts ofgenerating

capacity

w Owns andior operates 27 cogeneratioii

projects with over 5,4oo megawatts of electric

generating capacity

w Mar1ceted and traded 51.6 billion cubic feet
per day of natural gas (physical nnd financia)
in 2004

w Marketed and traded 185,I million megawatt-

hours of over-the-counter contracts for the

purchase nnd sale of electricity in 2004

w Reported a $2.4 million average value at ris1c

(VaR) associated with energy trading contracts

trnded for the iz months ended December 5I,
2004 (based on a 95 percent confidence interval,

utilizing a one-day holding period)

PRODUCTS

AND SERVICES

w Electricity generation

w Electricity transmission

w Electricity distribution

w Gas transmission and distribution

w Electricity generation including operation

of coal, gas, cogeneration and renewable

power plants

w Wholesnle energy marketing, trading and

risk management

w Customized energy solutions

6 CINERGY CORP. 2004 ANNUAL REPORT
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CINERGY NAMED SUSTAINABILITY LEADER

FOR SECOND STRAIGHT YEAR

We are pleased that we were selected to be a member of the

Dow jones Sustainability Indexes for the second consecutive

yean This international be»chmark recognizes compames

known for excellence in social, economic and environmen-

tal leadership. Members are selected according to a system-

atic assessment that identifies the leading companies in

each industry group. Cinergy is proud to be a member of
this elite group of internationa! companies.

Szi million on projects to reduce or offset GHG emis-

sions. Developed in collaboration with Environmental

Defense, these projects will improve the efficiency of

our generating units and expand our renewable energy

portfolio of hydroelectric and landfill gas plants to

include wind and photovoltaic demonstration projects.

Second, we published a report on the impact of

reducing GHG on our electric generation system. It was

written in collaboration with scientists, economists,

environrnentalists, customers and investors, including

Mission Responsibility Through Investment and Envir-

onmental Justice of the Presbyterian Church (usA. ).
We invite you to review our Air Issues Report to

Stakeholders, which can be found on Cinergy. corn.

Third, we co-sponsored a two-day national summit

meeting on the future of coal with the University of

Kentucky. Entitled "Coal zoza —Burning Questions,
"

the conference attracted national and regional experts.

Copies of all the presentations are on Ciner~. corn.

Fourth, we announced our intention to study

the feasibility of building one of the first full-scale

Integrated Gasification Combined Cycle (iGcc) plants

with General Electric and Bechtel Corporation. iGcc

technology turns coal into cleaner-burning gas, while

using less water and producing fewer emissions than

a conventional coal-fired plant, with state of the art

scrubbers. john Rice, the cEo of GE Energy, and David

Hawkins of the Natural Resources Defense Council

(NILDc), both believe that this technology, along with

sequestration of CO„has the potential to dramatically

improve the business of using coal throughout the

industrialized and developing world. You will meet

both of them later in this report.

We will continue to loak for opportunities to

reduce our CO, emissions in the future.

IF COAL CREATES SO MANY EMISSIONS, WHY DOES CINERGY

CONTINUE TO USE IT TO PRODUCE ELECTRICITY?

Coal is the most abundant and affordable energy fuel in

North America. More than So percent of the electricity

generated in the United States, and 4o percent in the

world, comes from coal. While energy conservation,

demand management, and cleaner methods of generat-

ing electricity may reduce our reliance on coal over

time, coal will continue to play a significant role, even

in a carbon-constrained world.

Despite the renewed focus on nuclear power, the

costs of constructing new nuclear-fueled power plants

remain high and the questions of waste disposal go

unanswered. Natural gas supplies are constrained and

are being depleted. Renewable ener~, while promising,

can anly serve a small portian of our nation's increas-

ing demand for energy with currently available technol-

ogy. All of these technologies will be needed to meet
I

our ever-growing appetite for energy. However, coal is,

and will continue to be, our primary source of fuel in

the United States and in the world.

Addressing global warming now is consistent with

aur efforts ta be a sustainability leader. Our goal is to

CINERGY CORP. ZOO4 ANNUAL REPORT 7



LETTER TO STAKEHOLDERS

FINANCIAL HIGHLIGHTS

In miIRons, except as noted

AT YEAR END 2004 CHANGE 2003 2002

OPERATING RESULTS

Operating Revenues

Net IncoIIIe

$4,688

$ 401

6.2 $4,416

(14.7) $470
$4,059

$361
PER SHARE OF COMMON STOCK

Diluted Earnings

Dividends Declared

Book Value at Year-end

$2.18

$1.88

$21.95

(17.1) $2.63

2.2 $1.84

5.8 $20.75

$ 2.13

$1.80

$19.53

CAPITALI2ATION AT YEAR-END

Common Equity

Preferred Trust Securities"i

Preferred Stock

LOng-term Debt (including amounts due within one year)

$4, 116

$63
$4,448 (10.5)

$3,701

$63
$4,971

$3,293

$ 308

$63
$4,188

OTHER

Total assets

Employees (actual)

$14,982

7,84200

6. 1 $14, 119 $13,832

1.9 7,693 7,823

(I) As a result of adopting Financial Accounting Standards Board Interpretation y6, we no longer consolidate the trust that held Company
obligated, mandatorily redeemable, preferred trust securities of subsidiary, holding solely debt securities of the company. This resulted in
the removal of these securities from our aoos Balance Sheet and the addition to long-term debt of a s319 (net of discount) note payable
that Cinergy Corp. owes the trust.

(2) As of Ianuary 31, 2005.

TOTAL SHAREHOLDER RETURN:

CINERGY VS. STANDARD 8t POORS (58|P) 500
AND ELECTRIC INDICES

200%

100'/

1 YR. 3 YR.

5 CINERGY

m 58(P ELECTRIC INDEX

5 S&P SUPERCONPOSITE ELECTRIC INDEX

~ SSP 500 INDEX

5YR,

PROVIDING A HISTORY OF STAKEHOLDER VALUE

Producing superior long-term total shareholder vnlue is

Cinergy's focus, In fact, Cinergy's management compensa-
tion program is designed to align the long-term interests of
our shnreholders and mnnngement by providing incentives

to incrense total shareholder return over rolling three-year

periods. Cinergy hns tied management compensation to

long-term total shareholder return as compared to a
peer group of companies. Currently, this peer group of10 YR.
companies consists of companies in the scsp Electric

Supercomposite Index. As the chart indicates, Cinergy
has consistently outperformed its peers over the long term.

8 CINERGY CORP. 2004 ANNUAL REPORT
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CINERGY'S AIR ISSUES REPORT TO STAKEHOLDERS (AIRS)

In December aoo4, Cinergy released its report on the

potential impact of the regulation of greenhouse gases

(GTTG) o&T the operation of'its electric generating system.

The Air Issues Report to Stakeholders was prepared

in collaboration with the Mission Responsibility Through

Investment of' the Presbyterian Church (UsA). Although

passage ofotto emission controls does not appear to be

imminent, Cinergy plans to worlc proactively with its

stalceholders in shaping the climate change debate.

The full report can be accessed on Cinergy. corn under

Sustainability, then Environmental Improvement.

be a company that you want to invest in over the long

term; a company you want to do business with and to

work for; and a company known for leadership in its

communities and in the energy industry. In 2oo4,

Cteeth teat named to the Dowgonea Soatainaht&ity

Indexes for the second consecutive year. We believe this

is further evidence of our committment to balanring

competing interests to find common ground.

FINANCIAL STRENGTH IS THE KEY TO OUR ABILITY TO

CONFRONT ENVIRONMENTAL CHALLENGES

Whatever the future may hold with regard to rarbon

regulation, it is obvious that we will need to continue

to make investments that reduce the size of our

environmental footprint. Several af our zoa4 key

accomplishments should improve our earnings and cash

flow considerably over the next several years. We believe

these actions put us in a stronger position to meet

immediate and longer-term environmental challenges.

2004 RESULTS: POSITIONING FOR THE FUTURE

lvlilder than normal weather and rising costs experi-

enced during 2oo4 made for a challenging year. Most

natably, fuel and emission allowance costs and the

casts associated with employee labor and benefits, each

rose significantly aver our expectations for the year.

Ciner@'"s earnings were S2.28 per share on a diluted

basis, after net charges totaling so.26 per share primarily

for write-downs of certain investments, implementation

of the company's continuous improvement initiative

and a gain from the sale of certain technology assets.

Excluding the net impact of these items, ongoing

earnings for 2oo4 of B2.44 per share were below our

expectations for the year.

Yet, we made Cinergy a much stronger company

in zoo4. We completed large, unprecedented regulatory

initiatives —one of which, as I will discuss later, specif-

ically addresses our higher fuel and emission allowance

costs. We took proartive steps to address the next wave

of federal environmental laws and regulatians. We built

on our track record of operational excellence and of

implementing comprehensive productivity improve-

ments throughout every aspect of our business. We

supported the measured growth of our commercial

businesses. And, we further strengthened our balanre

sheet and improved our liquidity.

Our board rerently showed its confidence in our

prospects for the future. In January zoos, our directors

authorized an increase in the annual dividend from

Sn88 ta sn92 per share. This is the third consecutive

year in which the board has voted for an increase and

reflects our continued commitment to the steady, com-

petitive growth of our dividend.

Last year's dividend increase allowed us to return

about &34o million in cash to our shareholders in 2004.

This, in turn, helped contribute to another year of
solid performance on the important metric of Total

Shareholder Return lTsR). Cinergy's TsR for 2oo4

CINERGY CORP. 2004 ANNUAL REPORT 9
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was i2.6 percent. We have been a consistent strong

performer on this metric. Our three-year annualized

TSR (2oo2-2oo4) was i3.3 percent compared to io.i per-

cent for the s&P Electric Utility Index, 9.9 percent for

the s&P Super Composite Electric Utility Index and

I.6 percent for the s&P Soo over the same period.

Over the next few pages, I want to describe in a lit-

tle more detail why I believe our 2oo4 accomplishments

position us for strong growth in 2ooS and beyond.

SUCCESSFUL REGULATORY INITIATIVES

The earnings of our Regulated Business Unit and

Commercial Business Unit (which includes the earnings

from long-term purchased power agreements with our

regulated utilities) are impacted significantly by regula-

tory decisions. In 2oo4, we successfully roncluded two

of the largest, most complex regulatory initiatives in

our company's history.

I sr Energy Rate Order: Last May, the Indiana Utility

Regulatory Commission (i@Re) approved a si4o million

rate increase for our Indiana operating company,
psi Energy. The iuRc's approval reflects its commitment

to ensure adequate generating capacity to meet the

ongoing energy demands of our Indiana customers.

The order authorized adding sn3 billion to our Indiana

rate base, which includes approximately sS7o million

for our investment in approximately i,ioo megawatts

of additional gas-fired generation and s3io million for
psi's environmental investments.

In addition to the psi rate order, the IURc issued

orders in an environmental compliance proceeding

reflecting its commitment to keeping our low-cost,

roal-fired generation viable even in the fare of new

environmental laws and regulations. The commission

authorized psi to recover through rates, ongoing

financing, operating and depreciation costs related to

further NO„reductions at our plants.

Cincinnati Gas EP Electric Rate Stabilization Plan:

In late November of last year, the public Utilities

Commission of Ohio (puco) issued an order that pm-

vides greater clarity to what had become an ambiguous

and uncertain regulatory environment in Ohio. Con-

cerned about possible rate shock caused by high and

volatile market prices for electricity, the puco approved

a rate stabilization plan that mitigates this impact for

CG&E electric customers. At the same time, the plan

compensates cG&F. for committing its low-cost genera-

tion to serve its Ohio load through 2oo8.

Allow me to say a few more words about the signif-

icance of this order. When Ohio deregulated the electric

industry effective January i, 2ooi, CG&E was obligated to
freeze its total electrir. rate as part of a legislatively man-

dated transition to market rates. This means that cG&F.

has had no opportunity to recover the approximately

$242 million of net rate base additions we' ve made to
our Ohio electric distribution system since igg2.

Even more important from the standpoint of our

zoo4 performance, the rate freeze meant that we had

no opportunity to recover the substantially higher cost

of fuel and emission allowances necessary to operate

our Ohio generation fleet. By way of example, the mar-

ket price of SO, emission allowances rose more than

2oo percent in zoo4 when compared to zoo3. The rate

stabilization plan allows us to begin recovering these

higher costs from our Ohio commercial and industrial

customers in 2ooS, and from our Ohio residential

customers in 2oo6.

The rate stabilization plan also allows us to recover

environmental expenditures, purchased power costs

to maintain adequate capacity and energy reserves,

and transmission costs related to the operation of
the Midwest grid by the Midwest Independent Trans-

mission System Operator (Midwest iso) through 2oo8.

Proactive Environmental Steps: The EpA has been

developing new rules to further restrict emissions from

coal-fired power plants. These rules should go into

effect in 2ooS. They will require additional reductions

of SO, and NON emissions over and above the signifi-

cant reductions we have achieved since iggo. They will

also mandate the reduction of mercury emissions from

our plants for the first time.

In anticipation of these rules, we filed a plan with

the itiiCc last fall seeldng pre-approval of expenditures

to add scrubbers on psr. 's larger power plants. The plan

would allow us to recover and account for financing

costs (even during the construction phase) as well as

ongoing operating and depreciation expense. By plan-

ning ahead, we hope to line up the necessary labor,

10 CINERGY CORP. 2004 ANNUAL REPORT
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EXPLORING CLEANER COAL TECHNOLOGY

In October Rod, est Energy signed a letter ofintent with

General Electric and Bechtel Corporatio» to study the feasi-

bility of constructing a comnrercial, Integrated Gasificatiorr

Combined Cycle (TGcc) generating station, the first plant of
its kind arrnourrced under the proposed GE-Bechtel alliance.

The study is assessing the econom'rc use ofcoal to produce

5oo to 6oo megawatts of electricity to help meet increasecl

electrical demand over the next decade with significantly

lower emissions and greenhouse gases (GHG) than a tradi-

tional coal power plant.

materials and equipment for these scrubbers at the

lowest possible cost. We anticipate TuRc approval of
our environmental compliance plan and rate recovery

proposals by the end of the third quarter of zoog.

We also plan to construct scrubbers on Miami

Fort Station Units 7 and 8 owned by coaE. The Ohio

rate stabilization plan provides for the recovery of costs

associated with this effort, through 2oo8. We currently

estimate that the total cost of environmental compli-

ance for all of our facilities will be approximately

$1.8 billion between zoog and 2009.

OPERATIONAL EXCELLENCE

Production: zoo4 marked the fourth consecutive year

in which Cinergy reported the lowest non-fuel opera-

tion and maintenance costs among the top qo power

generators in the United States, according to Platts

PowerDat, an energy data provider. In fact, Cinergy's

costs were g9 percent lower than this benchmark

group's average.

Our generation teams kept our plants running at

the highest availability in our history. Having our low-

cost plants available to sell power for more hours con-

tinues to enhance our margin opportunity each year.

As I noted earlier, over the next four years, the Ohio

rate stabilization plan will substantially reduce the

margin erosion we experienced in the past two years

from higher fuel and emission allowance prices.

Transmission and Distribution: Our commitment to

excellence extends to our electric. transmission and

distribution businesses, where our service cost per

customer is &8 percent lower than the Midwest utility

benchmark average. We rank among the best utilities

in the three states in which we operate in terms of

reliability, service restoration following storms and

number of customer complaints.

The service of Cinergy's customer call centers

was recognized in zoog, when coaR and Psr earned the

distinction of being the first energy companies in the

nation to achieve J.D. Power and Associates certification

of call center excellence for providing "An Outstanding

Customer Service Experience. "

The commitment of our people to go the extra

mile was evident when disaster. hit customers outside

our service territory. Three times last year we sent more

than 1oo workers to assist Florida utilities with the mas-

sive power outages caused by the devastating hurricanes

that hit the state. In recognition of this service, our

employees received the Edison Electric Institute's

Emergency Response Award for their dedicated service

during these disasters.

As a result of these and other achievements by

our einployees, Cinergy was named Power Company

of the Year by Platts Publishing in their Global Energy

Awards competition. Last December, I had the honor of

accepting the award on behalf of our 7,8oo employees,

who every day honor our values and work hard to

make our company succeed for all of our stakeholders.

CINEROY CORP. 2004 ANNUAL REPORT 11
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VOLUNTARY GREENHOUSE GAS REDUCTION COMMITMENT

As part of the first projects to voluntarily reduce Cinergy's

greenhouse gas (GHG) emissions byfive percent below zooo
levels between zoio and zoiz, last year, three Toyota Prius

hybrid cars and two Ford Escape hybrid sport utility vehi-

cles were purchased for Cinergy's transportation fleet. The

five vehicles, which operate i n both electric and gasoline

modes, will be responsible for a total estimated decrease of
3724o pounds of carbon dioxide (CO2) annually, compared

to the current fleet sedans. Cinergy's Greenhouse Gas

Management Committee has committed to spend szi mil-

lion between zoo4 and zoio on projects to reduce or offset

the company's c'HG emissions.

Continuous Improvement: Last year, I challenged our

people again to renew our commitment to excellence

and efficiency. We called this effort "ciN-io,"which

stands for Continuous Improvement Now —io years

since the merger that created Cinerp. Our employees

rose to the challenge.

They generated over 6,goo ideas that were thor-

oughly reviewed by me and the senior management

team. We selected 9oo ideas which, when implemented,
will deliver approximately sSo million in savings in zoog.

The ciN-io process is becoming part of our culture

and discipline. As I did last year, I will again meet

face to face this year with over i,ooo of our frontline

supervisors, managers, senior managers and labor

union leaders to listen to their issues and concerns. I

learn from our employees every day. They set standards

and accomplish tasks that show the power of collabora-

tion, imagination and a commitment to excel. As a

result, we continue to find ways to conduct our busi-

ness more productively and efficiently.

COMMERCIAL BUSINESS UNIT

Our Commercial Business Unit continued to make

profitable contributions to Cinergy's overall growth in

zoo4. For example, we experienced gross margins on

power marketing, trading and origination contracts

that were &z4 million higher than the previous year.

We accomplished this result by trading approximately

i8g million megawatt-hours of electricity with z86

active counterparties, placing this business in the top io

U.S. power trading businesses. And, we accomplished

this result in a very low risk manner —with an average

daily value at risk (VaR) of only si.3 million.

We moved approximately i.p billion cubic feet of
gas per day to U.S. markets, managed 38.g billion cubic
feet of storage capacity, and traded approximately

Sz billion cubic feet per day with 66i active counter-

parties. This performance placed our gas business in

the top io U.S. gas trading businesses.

We delivered these results while conservatively

managing risk exposure. Daily VaR for commercial gas

in zoo4 averaged approximately si.8 million. Although

growth in our gas margins was essentially flat in zoo4,
we took steps —such as the expansion of gas trading

into Canada with our March acquisition of Calgary-

based proMark —that will position gas margins to
continue contributing solidly to Cinergy's earnings in

zooS and beyond.

Cinergy Solutions, which provides cogeneration,

combined heat and power, and energy management and

outsourcing services, continued to build its customer

base for future growth. In zoo4, Cinergy Solutions began

operating its largest project ever, the 75'-megawatt, gas-

fired Texas City plant near Houston, Texas. This state-

of-the-art project, which is jointly owned by BP and

Cinergy Solutions, is significantly reducing emissions

and was named Power magazine's top plant in zoo4.
We remain strongly committed to growing this

business unit. You have my commitment that we will

manage the necessary incremental risk required to

meet our growth expectations.

12 CINERGY CORP. 2004 ANNUAL REPORT
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STRENGTHENING OUR BALANCE SHEET

Over the past few years, we have been proactive in

strengthening our balance sheet, improving our liquid-

ity and protecting our credit quality. Since late zooi,

we have raised over si billion in additional equity,

including a ERSo million issuance in December zoo4.

These steps have helped us steadily reduce our debt

as a percentage of total capitalization over the last

few years. We also increased our liquidity last year by

expanding the capacity of our revolving lines of credit

from si billion to sz billion.

Our senior unsecured debt is currently rated BBB+,

Baa2 and BBB by the major credit ratings agencies,

and we remain committed to maintaining strong

investment-grade credit ratings.

As I anticipate the investments that we wiii malce

to implement our environmental compliance plan and

grow our businesses, I believe we are starting from a

very solid position. And, as we have in the past, we will

further strengthen this position through the continued

issuance of equity each year under our various

employee benefit and dividend reinvestment plans.

We believe that these steps —together with the

improved cash flow from operations we expect as a

result of the regulatory accomplishments I described

earlier —will help to preserve our strong credit ratios

over the long term.

READY FOR THE NEXT 10 YEARS

zoo4 was Cinergy's ioth anniversary. I am proud to lead

the great men and women who work for this company.

They produced our decade of progress and I thank

them for their accomplishments.

I want to thank our shareholders for investing in us

over the long-term and our customers who give us the

opportunity to exceed their expectations every day. I

am grateful for the support of our board, our suppliers

and partners, and for the vision of our policymakers

and regulators. We look forward to continued steward-

ship in our communities. We all share a commitment to

look out for the future generations. This is the common

ground that unites us as stakeholders.

As you read the interviews on global warming in

the next section, I believe you will find one attitude that

runs tIIrough just about all the commentary —humil-

ity. It's not a word you'd expect to find in an annual

report. Yet it is fundamental if we are going to listen and

learn from each other. Contrary to what some people

believe, humility doesn't lessen the strength and convic-

tion of our leaders, but it can help to clear our vision.

We need humility to successfully address an issue the

size and scale of global warming.

In this report, we are experimenting with a collab-

orative process. We' ve asked our stal&eholders to give

us their perspectives on the global warming issue.

It is a first step toward a collaborative decision-making

process on this complex topic. We thank our stalcehold-

ers for sharing their candid thoughts and opinions,

and most of all, for their willingness to work with us

in finding common ground.

I believe in the possibilities of such a process to

resolve this and other issues. My belief in the power

of this process was furthered by a recent speech by

Bill Ruckelshaus, former U.S. EpA adniinistrator and a

contributor to this annual report. On February 3, zooS,

at the John H. Chafee Memorial Lecture on Science

and the Environment in Washington, D.C., Bill said:

"The value of utter transparency, inclusiveness

and a willingness to listen and adapt is front and

center an essential precept of our democracy.

Increasingly for many of our environment and

natural resource problems, we are seeking to

resolve them by the use of collaborative processes. "

When you read the quotes f'rom our stakeholders

in the next section of this report and their interviews

on Cinergy. corn, you will learn a lot from their wisdom

about what's at stake for the future of our world and

our company. Based on their perspectives and their

passion to find common ground on global warming,

I am optimistic about Emma's, and all of my grand-

children' s, future on this planet.

lames E. Rogers

President, Chief Executive Officer and

Chairman of the Board

March i, zooS
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Global Warming: Connecting the Dots
to Find Common Ground

We wondered what our stakeholders thought about global warming and our

voluntary plans to reduce our greenhouse gas (GHG) emissions. Do they believe

it is vital that we find a common ground'? We decided to find out by interviewing

people who represent our stakeholders.

This was not an exercise in corporate PR; we wanted straight and independent

talk based on mutual respect. So we asked L.J. Rittenhouse, a financial strategist,

to interview z3 of our stakeholders. L.j., who measures CEO candor for a living,

has a reputation for obtaining honest and insightful communication.

The people included in this report represent a cross-

section of our stakeholders. They were chosen because

we believed they would offer honest ideas worthy of

our attention. Their words ring true. You will see for

yourselves. Each stakeholder offered a piece of personal

truth. When we put these views together, we saw pat-

terns emerge. We began to see that common ground

isn't like a cultivated landscape; it looks more like

connected dots or a patchwork quilt. We saw common

ideas that when put together, reveal patterns of beliefs:

Global warming is a complex problem and must be dealt

with holistically. The interaction between the atmos-

phere and climate and how this impacts worldwide

economies, life styles and foreign policies is still being

worked out. There is clear evidence that global climate

trends may lead to uncertain and highly disruptive

outcomes. Our wisest course of action will result not

only from greater scientific understanding, but also

from innovative economic, political and other solu-

tions. If subjected to careful economic analysis, the

resulting and balanced solutions won't threaten our

economic health.

Most climate models agree that carbon dioxide (CO2) and

other GHG emissions are at historically high levels today.

According to the Intergovernmental Panel on Climate

Change: I) CO, emitted into the atmosphere stays

there for over ioo years; z) The continued burning of
fossil fuels is adding to the levels of CO, and other

GHG in the atmosphere; 3) The rate at which CO, is

being released is greater than at any time in the history

of the planet; and, 4) Atmospheric levels of GHG are

significantly greater than at any time in the past

goo, ooo years. Facts such as these, along with

common sense, point us in a common direction.

We must act now Around the world today, at least

85o coal-burning power plants are on the drawing

board. Once built, these plants will operate for between

6o and 8o years. Will they be designed with new tech-

nologies that burn coal more efficiently and with sig-

ni6cantly fewer emissions, or will they be built using

existing combustion technology2 The need to accelerate

the commercialization of new technology is critical.

We put a man on the moon because we had leadership

and public support for this mission. This same focused
"can-do" leadership and public support are needed now.

Establishing systems that set out clear prices for GIIG emis-

sions will spur on innovation. Most developed countries

now have clearly set rules in place that we lack in the

United States. Business people in these countries can

talce actions, such as buying new equipment, trading

14 CINERGY CORP. 2004 ANNUAL REPORT



In the pages that follow, you will meet our stakeholders

and begin to see the pieces of their truths. James

Surowiecki's book, The Wisdom of Crowds, reminds us

that democracies succeed because lots of individuals

speak what they know and believe to be true. Their

authentic and independent voices lead to wise deci-

sions. We invite you to visit Cinergy. corn where you

can read these stakeholders' interviews. See how you

might connect the dots to find common ground.

emissions credits or planting trees, to reduce GHG emis-

sions. Investments in these innovations will thrive in

these countries. Similarly, we need clear price signals to

keep up our leadership in the race to find commercial

solutions to global warming.

The consumer is still king. Each of us makes choices

each day that can reduce our impact on the environ-

ment. The people who make Subaru cars in Indiana

believed over io years ago that they could make a differ-

ence. Last year, they became the first auto manufacturer

to reach zero landfill status. They recycle everything

that comes into their plant. As a result, they use less

electricity while increasing productivity. As individuals,

families and communities, we can adjust our own

actions to use energy more wisely.

Good corporate governance is based on principles

of stewardship. Capital stewardship means that corpo-

rate leaders must earn the public's investment capital.

They must invest this money wisely to sustain cash How

and earn profits. Similarly, environmental stewardship

means using our natural resources wisely to ensure

that future generations wi/1 have an environment that

supports both life and prosperity.

Global warming requires us to think beyond ourselves.

In past annual reports, we defined our stakeholders as

people directly involved with our business. Global

warming broadens this definition. We now talk about

our neighbors in China and India. Some stakeholders

we interviewed believe that developing countries are

making responsible changes to confront global warrn-

ing. Others believe nothing is being done. We need

to learn what actions are actually now underway and

what is planned for the future.

We may never know for sure. Every time we mal&e a

decision —whether business or personal —we base it

on the best available information. The outcomes of our

decisions become clear only after we act. With global

warming, we can act today and not know the precise

outcomes for several generations. "Science is a con-

tinuing exploration,
"

says Dr. Ben Brabson, a climate

scientist. "We may never have full knowledge of the

consequences of accumulating GHG in our atmosphere. "
Not knowing everything is not a reason for inaction.

We must follow the signposts and blaze trails. Our

future and that of our children's children depend on it.

CINEROY CORP. 2004 ANNUAL REPORT 15
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Investors know that timing is everything. People trade

stocks today as fast as the click of a mouse. Hedge

funds are booming as managers take fast profits

from trading stocks in volatile markets. Research

shows that most professional equity and debt

investors hold their investments in companies

for two years or less. Where are the long-term

investors that value fundamentals!

Smart investors know that sustained company

success is determined by careful investing of capital

over time. cEos must make investment decisions that

span decades. They must balance the interests of

investors focused on quarterly earnings results with

the long-term interests of employees, customers and

c.itizens. These timing differences affect how investors

view global warming.

Phil Hopkinson isn't fazed by global warming.

He has owned Cinergy stock for zz years and plans

to finance his retirement with Cinergy dividends.

Denise Furey of Pitch Ratings expects global warming

legislation will be enacted at the federal level within

five years. She is a frequent speaker on how global

warming might affect a company's credit profile.

The Reverend William Somplr2tsky-Jarmr2n coordinates

social and ethical dimensions of the investments

of the Presbyterian Church (us4tl. To insure the

long-term health of these investments, he wants

the companies he invests in to proactively reduce

greenhouse gases.
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LISTENING TO OUR STAKENOLOERS

Not In My Backyard
(NIMBY)

Coal-fired electricity provides customers in Indiana

with some of the cheapest electricity in the nation. One

of the main reasons Lafayette, Ind. was chosen in 1987

as the location for the Subaru of Indiana Automotive

(sIA) plant was because PsI Energy had the third-

lowest commercial power costs in the nation. siA

is a showcase of environmental best practices. Tom

Easterday of sIA applauds Cinergy's plans to reduce

potential risks to our environment. At the same time,

he doesn't want to pay higher rates if this makes

Subaru less competitive.

Judy Gammon teaches ecology so her students

can learn to respect all life on the planet. She wants

them to be good stewards of our natural resources.

Judy worries about the example set by so many indus-

try leaders who seem to ignore their environmental

responsibilities. She chose to teach because she is

passionate about environmental education. She wor-

ries about higher utility bills like everyone else, even

when these are likely to benefit the environment.

As a climate physicist, Ben Brabson marvels at the

intricate balance of life and how it is designed to give

us all that we need. He is c,oncerned that the debate on

sound science is driven more by hubris than humility.

He recommends humility over hopelessness. Hopeless-

ness can come from the feeling that we will never have

enough. Humility invites us to respect and protect

what we have.

TOM EASTERDAY

, Senior Vice President,
. S'ecretary and General C.ounsel
-'„'5ubaru of Indiana Automotive (SIA)

" - Lta'fayette, Ind.
It

"Subaru of Indiana Automotive (SIC) has

produced over two million vehicles since

1989.We were the first automaker in the
United States to gain Iso Iyoot Certification,
which requires us to maintain an international
environmental management system that
enables us to meet tough recycling and

environmental standards. In zoo2), we achieved

zero landfill status. sIA. 's entire plant site has

been designated a Backyard Wildlife Habitat.
We think what Cinergy is doing to reduce

potential risks to our environment is out-

standing, but we don't want higher rates to
impact our competitiveness. "

Mr. Easterday is senior vice president, secretary and general counsel
at Subaru of Indiana Automotive (SIA), which is an Indiana-based
manufacturer of Subaru vehicles. He is also a member of SIA's board
of directors. He joined SIA in 1989 and held various management
positions with the firm prior to becoming SIA's vice president of
Human Resources 8 Corporate Affairs and general counsel in 1998.
He was named to his current position in July 2004.

18 cINERGY coRP. 2004 ANNUAL REPQRT 5 Complete interviews can be read at our website: www. cinergy. corn



s

'a;

'Jfr»;

I '. s s

~ ~ I ~

s, ~
' ~

s

"To me it's all about respecting the

Earth. I try to do this when I recycle

cans and bottles and turn off water

and electricity when it's not needed.

But sometimes it seems hopeless,
I'm just one person. Education is

key. I want my students to grow

up and work in companies so they

can use what they' re learning to

change the way businesses treat the

environment. And the best way to
teach them is by example. "
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LISTENING TO OUR STAKEHOLDERS

We Live in One World
and Each Act of Ours
Affects the Whole

A different word describes each stakeholder —investor,

employee, customer and suppher. Yet one person can

wear many stakeholder hats. We can be employees

and investors in the companies where we worl(. The

intersecting lines on the cover of this report show

the complex interplay of our different roles and

responsibilities.

Darlene Radcliffe understands that global warrn-

ing connects us to our global neighbors in China.

We all breathe the same air. She reminds us that

employees are also members of the communities

that Cinergy serves. They live and raise families next

to the plants that generate power and emissions.

They are parents, aunts and uncles who care about

future generations. Gary Burris advocates education

to increase awareness about how we can improve

the environment. He understands the truth that

one committed and informed individual can change

the world.

Elizabeth Terry sees the skepticism inspired by

the sheer size and scope of global warming. Why

should we do something when others do nothingP

She reminds us of what our founding fathers knew:

When each person seeks to balance their needs with

those of families, communities and global neighbors,

we will inevitably find a common ground that leads

to wise decisions.
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Ms. Terry has been a (inergy employee for almost two years.
She is a member of Cinergy's leadership development program,
Cinergy Navigators, which is a two to three-year program of
rotational, assignments within Cinergy, She is currently assigned
to Cinergy's Strategic Planning department. Ms. Terry earned both
a Master of Business Administration degree and a Master of Science
degree in Environmental Policy from the University of Michigan.

"Most Cinergy employees are very stakeholder-
focused. They feel our plan to reduce CO2
was the right decision. However, some

probably wonder, 'Why should we go beyond
what is requiredP Let's play by the rules.

Why stick our neck out!' Still, I believe most
employees are on board. They know these
decisions were made by teams of people
who weighed the trade-offs and chose the
best course of action. "
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"What is the right way to go& Policymakers

set down very strict emission rules but

you can only reduce emissions so much

with our existing systems and technology.
Until we have some technological

breakthroughs, we need flexible policies.
These should encourage companies to

explore new and better ways to achieve the

compliance. I think environmentalists are

helping the public to see how emissions

impact the environment. Yet, some

activists over-emphasize the problems. "

GARY BURRIS
Senior Support Team Member
Instrumentation and Controls

PSI Energy
West Terre Haute, Ind.
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Mr. Burris is an instrumentation and controls technician
and a member of IBEW Local 1393 at Cinergy's Wabash

River Generating Station. located in West Terre Haute,
Ind. , the station is capable of produrdng 668 megawatts

of electricity. Gary has worked at the station for
over 10 years. In addition to his everyday job duties,

he is a member of the station's emergency medical.

squad and serves on the station's diversity team.
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LISTENING TO OUR STAKEHOLOERS

Doing Nothing is Not
a Choice

"Even as we reduce our ernissions, China,

India and other rapidly growing economies

will significantly increase their emissions.

Developing technologies that are helpful

to us and transferable to other economies
will be very important. For example, there

is no better time in my view to begin the

investment in new clean coal technology.
That will be necessary here and elsewhere

in the world. "

To sign or not to sign —that iaras the question facing

U.S. legislators regarding the Kyoto Protocol. This treaty

to limit greenhouse gases was ratified by the largest

developed and most developing nations. Since the

United States accounts for one-quarter of the world' s

emissions, our absence among the signatories was

conspicuous. Senator Joe Lieberman (D —Conn. ) and

Senator Richard Lugar (R —Ind. ) disagreed on Kyoto.

Senator Lugar believes signing the treaty would have

been economically irresponsible since it exempts fast-

growing nations like China and India from reducing

emissions. Senator Lieberman believes not signing

was a mistake because it undermines the leadership

needed to combat global warming.

Both men agree on one thing: as a nation, we

must urgently address the problems with which

Kyoto deals. Senator I.ieberman, along with Senator

John McCain (R —Ariz. ), has proposed the Climate

Stewardship Act. They consider it a moderate way for

the United States to move forward on global warming.

Senator Lugar promotes biofuels which substantially

reduce CO, emissions. All three senators believe the

United States must mount a massive effort to develop

clean coal-burning technologies.

Richard Morgenstern, a policy advocate, underscores

the need for urgency. He says it's time to stop arguing

over whose plan will work the best and start getting

real world data. Since we learn best from doing, and

not talking, let's show how the trading of CO, credits

works. We need to find ways to burn fossil fuels better

and also find new fuels. We don't have time to waste.
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"Politics is about satisfying constituents

by delivering answers to defined needs.
Climate change is not a broadly defined

need. Our generation will see only
small effects from greenhouse gases,

but the speed of change is expected to

accelerate. We' re doing an experiment

with our planet and there's no turning
back. We need to start now with

modest, but real, incentives to develop

and adopt new technologies to
achieve long-term results. "

THE HONORABLE 30E LIEBERMAN

United State Senator (0 - Conn. )
Washington, D.C. I . ~

I 1

- "r.).-'
~a .;1;;;"

"I've been fighting to get our country to
address global warming for a long time.
I believe we have a duty to steward our
Earth which comes right out of Scripture
from the Bible. Global warming poses
one of the greatest challenges we' ve

ever seen in our lifetimes. This problem
could become catastrophic in the future.
We' re seeing the first wave of it now. It is

fundamentally a test of our leadership. "

~ I

~ ~

~ ~
"

~
'

I ~ ~

Senator Lieberman is probably best known as the Democratic candi-
date for Vice President in 2000, and for his co-authorship of the
Climate Stewardship Act along with Senator John McCain. Now in

his third term, Senator Lieberman was first elected to the U.S.
Senate in 1988. He is a former Connecticut state senator and
attorney generaL He is a member of the Environment and Public
Works Committee and is a ranking member and the former chairman
of the Homeland Security and Governmental Affairs Committee.
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LISTENING TO OUR STAKENOLOERS
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Balancing the Past,
Present and Future
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Regulators often find themselves between a rock

and a hard place. They must learn from the past,

respond to present needs and imagine future prob-

lerns. Bill Ruckelshaus served as the head of the

U.S. Environmental Protection Agency for Presidents

Nixon and Reagan. He remembers the challenge of
trying to administer laws that were hammered out

in political compromise. Too often these laws were

unclear about how and what needed to be regulated.

As U.S. EpA administrator for the first President

Bush, Bill Reilly was briefed by the National Academy

of Sciences. He knows the Academy has concluded

repeatedly that global warming is real and is caused

largely by human activity. Given the large numbers

of U.S. scientists and others around the world who

are concerned about climate change risks, he ques-

tions why the media portrays this issue as an equally

matched battle between competing scientific camps.

Ed Holmes balanced the needs of present and

future generations as a state utility regulator in

Kentucky. He recommends imposing regulations

that set mandatory, not voluntary, limits on CO,
emissions. These would guide decision makers today

and protect the future for our children and grand-

children. He wonders, however, if he could be

appointed as a state utility regulator today with a

platform that advocates such actions.
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LISTENING TO OUR STAKEHOLOERS

The Price is Right

"Coal is vital to America's economy, standard
of living and national security, since more
than half of America's electricity comes from
coal. Emissions from coal-fueled electricity
continue to improve, and we believe advances

in technology will result in ultra-low ernissions.
We believe the issue of climate change should
be addressed within the context of sustainable

development, and the input and needs of all

American citizens should be considered. "

Look at what is happening in China. Its economy is

booming. China's exports are declining as their

consumption grows. Electricity demand in China is

expected to triple between 1995 and zo15. More than

56o new coal-fired generating plants are planned by

zo15. Will these plants be built with CO, reduction

technology or with old technologyP

Increased worldwide demand for coal has driven

up coal prices. The United States produces more coal

than it needs, but not a lot more. We have the capacity

to expand production, but it takes several years to

ramp up to meet new demand. Rarnesh Malhotra,

who buys coal from and sells coal to Cinergy and oth-

ers, predirts coal prices by using his "misery index. "

He expects higher coal prices when the weather is

extremely hot; or when rivers are frozen making deliv-

eries difficult. . Most utilities buy 6o percent of their

coal under long-term fixed contracts, but the rest is

bought in the volatile spot market. That's why electric

consumers often feel the pinch when prices rise.

Malhotra believes global warming is real, but he' s

not sure how global politics will affect our actions. Just

as in the past, when crisis spurred invention, he expects

we will find new ways to burn coal and reduce CO, .
Irl EngelhrTrdt, the chairman of Peabody Energy, is

a strong proponent of developing technologies to burn

coal more efficiently and cleanly. He remembers the pub-

lic support behind the United States' goal to be the first

nation to put a man on the moon. With the same kind of

broad-based support, he believes we can win the terhno-

logical race to develop clean-burning coal technologies.

~ ~ ~

Mr. Engelhardt is chairman and chief executive officer of
Peabody Energy, the world's largest coal company. He is a member
of the Conservation Fund's Corporate Council and The Business
Roundtable. He is currently co-chairman of the Coal-Based
Generation Stakeholders Group; vice-chairman of the Center
for Energy and Economic Development; and co-chairman of the
National Mining Association's Sustainable Development and
Health Care Reform Committees.
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LISTENING TO OUR STAKENOLDERS

If Two Heads are Better. . .
o

That's right, if tNro heads are better than one, Mrhy not

three? General Electric, Cinergy and Bechtel have

formed a unique alliance to study building an

Integrated Gasification Combined Cycle (IGcc) power

plant. The head of GE Energy, John Rice, says IGcc

technology, combined with the capture and storage of

CO„has the potential to substantially change the coal

emissions game. But GE and Cinergy need other part-

ners to help bring down the cost of power from these

plants. Currently, Iocc technology costs about zo per-

cent more than a conventional coal plant.

Joan Bavaria believes that companies, like

people, can become blinded by their own importance.

As a founding member of cEREs, the Coalition for
' '

Environmentally Responsible Economies, she partners

with companies who want to be environmental stew-

ards; Her measure of success in 6nding coinmon

ground is simple: people get aligned to solve corrimon

problems, not to advance differing positions.

Jae Edmonds, an expert on climate change, says

we face two critical challenges: We must stabilize con-

centrations of'greenhouse gases in the atmosphere.

We also need more, not fewer, technologies to cornbat

global warming. The magnitude of the problem

requires us to tune up old technologies and accelerate

the development of new ones.

~ I I

I ' ~

~ ~

oOur goal at cEREs is to begin a dialogue

process that helps companies find creative

ways to balance stakeholder needs. The

dialogue must get personal in order to

build trust. It's all about solving problems

together. Vle tap the expertise of our

scientific and financial partners to find

constructive solutions. Some people
believe that all hell will break loose if

companies agree to work with cEREs.

Ask the people at Cinergy if that is true. "

Ms. Bavaria is co-founder of Trillium Asset Management, which is

an independent investment management firm dedicated to socially

responsible investing. She has served as president, director and a

senior portfolio manager, since the incorporation of the firm in 1982.
Currently she sits on the boards of CERES, Earthjustice and Earthday

Network, and on the advisory boards of Union of Concerned Scientists
and Greening of Industry.
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"We will need a variety of technologies
to stabilize the concentration of

greenhouse gases in the atmosphere.
IGcc has great potential because it

allows us to capture and store COz so

we can continue to use our abundant

fossil fuel reserves while simultaneously

making progress on climate change.
At the same time, we must increase the

efficiencies of existing technologies,
such as automobiles, refrigerators and

other energy-consuming equipment.
"

30HN RICE
President and

Chief Executive Officer
GE Energy

Atlanta, Ga."t-'&'

k
~~~WW+

0

lc

relationship. Industry people;
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Dr. Edmonds is a laboratory feLlow at Battelle's
Joint Global Change Research Institute. He heads an

international global change research program at
Battelle with active collaborations in more than a

dozen institutions and countries around the world.
He is also the principal investigator for the

Global Energy Technology Strategy Program to
Address Climate Change, an international

public-private research collaboration.
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LISTENING TO OUR STAKEHOLOERS

Value Comes from
Our Values

"The Earth is like your home for your life.
It's kind of like checking out a library

book. You want to read it, learn from it

and everything. When it's time to give it

back, you should return it as you found it.
People who care about global warming

see the world as kind of in their hands.

They need to take care of it. People that
don't care say, 'Someone else will do it,
it's not my job.'"

Sometime today go and ask your son, your grand-

daughter or your mece or nephew this question:

Do you believe my (our) generation is looking out for

your generation. ' You may be surprised —or dismayed
—by their answers. Brittnee Hunt, a ninth grader,

likes the way that Iroquois tribes weighed important

choices. Their elders asked how their decisions would

affect the next seven generations.

Reverend Richard Cizik belongs to the evangelical

community and David Hawkins is part of the environ-

rnental community. Both believe in the importance

of stewarding our natural resources. The basis for

Reverend Cizik's belief is Scripture. He believes we are

called by God to steward His creation. David Hawkins

trained to be a lawyer and has spent many decades

working with scientists to protect our open spaces.

Both want to end the exploitation of our planet.

When we invest in companies, we are investing

in certain values. Understanding corporate values

can offer a lot of insights into the potential success or

failure of a company. Does the company value honest,

candid dialogue or do people hide behind words2

Does the company make expedient or wise decisions2

The dollars and cents value we create in the future is

determined by the values we live by today.

) 4

'a

BRITTNEE HUNT

Student, Ninth Grade

Scott High School
Taylor Mill, Ky.

Ms. Hunt is a freshman honor student at Scott High School

located in Taylor MHL Ky. She is a member of the school's

Student Liaison Group and 4-H Leadership program.
She has also attended summer enrichment classes at
Northern Kentucky University and visual art classes at
Thomas More College. Her interests are drawing, reading

and watching television documentaries about animals.
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DAVID 6. HAWKINS

Director, Climate Center
Natural Resources Defense Council

Washington, D.C.
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"It took more than 7o million years

for carbon to be taken out of the

atmosphere by plants and turned
into oil, natural gas and coal.

Today, COz is put back into the

atmosphere by burning these fossil

fuels. We are adding it back too, ooo
times faster than it was taken out.
Each year we add more. COz stays

up there a long time, over too years.
It's like unpaid credit card bills;

the longer you overspend,
the worse your debt becomes. "
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Mr. Hawkins is director of The Natural Resources
Defense Council's nimate Center. He joined NRDC in

1971 and worl&ed on air pollution issues until he
was appointed assistant administrator for Air, Noise

and Radiation at the Environmental Protection
Agency in the Carter administration. He returned to

NRDC in 1981 and worl&ed primarily on reauthorizing
the Clean Air Act, including the development of a

national program to combat acid rain.
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Board of Directors Senior Management Team

3AMES E. ROGERS, 5y, is chairman, president and chief execu-
tive officer of Cinergy Corp. Previously, he served as vice chair-
man, president and chief executive officer. Mr. Rogers also holds,
or has held, similar executive officer positions with Cinergy's

principal subsidiaries starting with chairman and chief executive

oflicer of Psi Energy in 1988.He has been a director since 1993
and chairs the Executive Committee.

MICHAEL G. BROWNING, 58, has been a Cinergy director
since 1994 and a director of Psi since i99o. He has served as

chair of the Compensation Committee since 1999 and is also
a member of the Corporate Governance and Executive Commit-
tees. Mr. Browning is chairman and president of Browning
Investments Inc. , Indianapolis, Ind.

PHILLIP R. COX, 57, has been a Cinergy director since 1994
and was a director of cos E from 1994 to 1995. He has served as

Public Policy Committee chair since May zoos and is also a

member of the Corporate Governance Committee. Mr. Cox is

president and chief executive officer of Cox Financial
Corporation, Cincinnati, Ohio.

GEORGE C. 3UILFS, 65, has been a Cinergy director since

1994 and was a director of coaE from 198o to 1995. He serves

on the Compensation and Public Policy Committees. He is also
a director of Cinergy Foundation. Mr. Juilfs is chairman and
chief executive officer of sENcoRP, Newport, Ky.

THOMAS E. PETRY, 65, has been a Cinergy director since 1994
and was a director of coaE from 1986 to 1995, He serves on the
Compensation and Executive Committees. Mr. Petry served as

chairman of the board and chief executive officer of Eagle-Picher
Industries Inc,

MARY L. SCHA PIRO, 49, has been a Cinergy director since

1999 and was elected chair of the Audit Committee in May aooa.
She also serves on the Public Policy Committee and is a director
of Cinergy Foundation. Ms. Schapiro is Vice Chairman of NASD,

Washington, D.C.

30HN 3. (JACK) SCHIFF 3R. , 6i, hasbeen a Cinergydirector
sulce 1994 and a cGaE director from 1986 to 1995.He serves

on the Audit and Compensation Committees. Mr. Schiff is the
chairman, president and chief executive officer of Cincinnati
Financial Corporation and The Cincinnati Insurance Company,
Cincinnati, Ohio.

JAMES E. ROGERS
Chairman, President and

Chief Executive Officer

WENDY L. AUMILLER
Vice President and Treasurer

30HN BRYANT

Vice President of Cinergy
and President of Cinergy
Global Resources

MICHAEL 3. CYRUS
Executive Vice President of
Cinergy and Chief Executive
Officer of the Regulated
Business Unit

R. FOSTER DUNCAN

Executive Vice President of
Cinergy and Chief' Executive

Officer of the Commercial
Business Unit

DOUGLAS F. ESAMANN

Senior Vice President,

Energy Portfolio Strategy
and Management

GREGORY C. FICKE
President, coaE

BENNETT L. GAINES
Vice President and
Chief Information Officer

LYNN J. GOOD

Vice President, Finance and
Controller

WILLIAM 3. GREALIS
Executive Vice President

J. 305EPH HALE, JR.
Vice President and Chief
Communications Officer
of Cinergy and President,
The Cinergy Foundation

M. STEPHEN HARKNESS
Vice President of Cinergy
and President of the Energy
Services Group

3ULIA S. 3ANSON

Corporate Secretary and
Chief Compliance Officer

MARE E. MANLY

Executive Vice President
and Chief Legal Officer

THEODORE R. MURPHY II
Senior Vice President and
Chief Risk Officer

FREDERICK 3. NEWTON III
Executive Vice President and

Chief Administrative Officer

KAY E. PASHOS
President, psi

RONALD R. REISING
Vice President and
Chief Procurement Officer

3AMES L. TURNER
Executive Vice President and
Chief Financial Officer

TIMOTHY 3. VERHAGEN
Vice President,
Human Resources

PHILIP R. SHARP, 6z, has been a Cinergy director since1995
and serves on the Audit and Public Policy Committees. He is
also a director of Cinergy Foundation. Mr. Sharp is director of
the Institute of Politics at Harvard University's John F. Kennedy
School of Government.

D U D L EY S. TAFT, 64, has been a Cinergy director since 1994
and served as a director of coaE from 1985 to 1995.He has served

as chair of the Corporate Governance Committee since 1994. He

is also a member of the Audit Committee and the Executive
Committee. Mr. Taft is president of Taft Broadcasting Co.,
Cincinnati, Ohio.
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Cautionary Statements Regarding Forward-Looking Information

In this report Cinergy (which includes Cinergy Corp. and all

of our regulated and non-regulated subsidiaries) is, at times,

referred to in the first person as "we", "aur", nr "us".

Cautionary Statements Regarding
Forward-Looking Information

This document includes forward-looking statements within

the meamng of Section 27A af the Securities Act of 1933 and

Section 21E of the Securities Exchange Act of 1934. Forward-

lonking statements are based on management's beliefs and

assumptions. These forward-looking statements are identified

by terms and phrases such as "anticipate", "believe", "intend",

"estimate", "expect", "cantinue", "should", "could", "may",

"plan", "project", "predict", "will", and similar expressions.

Forward-looking statements involve risi&s and uncertainties

that may cause actual results to be materially different from

the results predicted. Factors that could cause actual results

to differ materially from those indicated in any forward-looking

statement include, but are not limited to:

s Factors affecting operations, such as:

(1) unanticipated weather conditions;

(2) unscheduled generation outages;

(3) unusual maintenance or repairs;

(4) unanticipated changes in costs;

(5) environmentaL incidents; and

(6) electric transmission or gas pipeline

system constraints.

RR Legislative and regulatory initiatives and

legal. developments.

RE Additional competition in electric or gas markets

and continued industry consolidatian.

s Financial or regulatory accounting principles

including costs of compliance with existing and

future enviranmental. requirements.

Changing market conditions and ather factors related

ta physical energy and financial trading activities.

I The performance of projects undertaken by our

non-regulated businesses and the success of efforts

to invest in and develop new opportunities.

RR Availability of, or cost of, capital.

w Employee worl&force factors.

& Delays and other obstacles associated with mergers,

acquisitions, and investments in joint ventures.

IR Costs and effects of legal and administrative

proceedings, settlements, investigations, and claims.

We undertake no obbgatinn to update the information

cnntained herein.

The following discussion shauld be read in conjunction with

the accompanying consohdated financial statements and related

notes included elsewhere in this report. We have reclassified

certain prior year amounts in the financial statements to

conform to current presentatian. In addition, the results

discussed in this repart are not necessarily indicative of

the results to be expected in any future periods.
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Review of Financial Condition and Results of Operations

Executive Summary

In the Review of Financial Condition and Results of Operations,

we explain our general operating environment„as well as

our results of operations, hquidity, capital resources, future

expectatians/trends, market risk sensitive instruments, and

accounting matters. Specifically, we discuss the fallowing:

Rr factors affecting current and future operations;

s why results changed frnm period to period;

22 potential sources of cash for future capital

expenditures; and

1N how these items affert our overall financial condition.

OR 6 A N IZATIO N

Cinergy Corp. , a Delaware corporation orgamzed in 1993, owns

all outstanding cammon stock of The Cindnnati Gas 8 Electric

Company (CG8 E) and PSI Energy, Inc. (PSI), hath of which are

public utilities. As a result. of this ownership, we are ronsidered

a utility holding company. Because we are a holding company

with material utility subsidiaries operating in multiple states,

we are registered with and are subject to regulation by the

Securities and Exchange Commission (SEC) under the Public

Utihty Holding Company Act of 1935, as amended (PUHCA). Our

other principal subsidiaries are Cinergy Services, Inc. (Services)

and Cinergy Investments, Inc. (Investments).

CG8 E, an Ohio corporation organized in 1837, is a

combination electric and gas pubhc utihty company that provides

service in the southwestern partion of Ohio and, thraugh The

Union Light, Heat and Power Company (ULH8, P), in nearby areas

of Kentucky. CG8tE is responsible for the majority of our power

marketing and trading activity. CG8 E's principal subsidiary,

ULH8 P, a Kentucl&y carporation organized in 1901, provides

electric and gas service in northern Kentucky.

PSI, an Indiana rorporation organized in 1942, is a vertically

integrated and regulated electric utiUty that provides service in

north central, central, and southern Indiana.

The following table presents further information related to

the operations of our domestic utility compames (aur utility

operating companies):

PRINCIPAL LINE(5) OF BUSINESS

CG8sE and subsidianes

s Generatian, transmission, distribution, and sale

of electricity

ia Sale and/or transportation of natural gas

& Electric commodity marketing and trading operations

PSI

RE Generatian, transmission, distribution, and sale

of electricity

See Note 16 of the Notes to Financial Statements for

finandal infarmatian by business segment.

FINANCIAL HIGHLIGHTS

Net incame for the years ended December 31, 2004, 2003, and

2002 was as follows:

(in miilians)

Net income

2004 2002 2002

$401 $470 $361

The decrease in net income for the year ended

December 31, 2004, as compared to 2D03, was primarily

due tn the foBowing factors:

RE Higher operating rosts due, in part, to increases in

costs for employee labnr and benefits, productian

maintenance, and the implementation of a continuous

improvement initiative;

Rs Lower margins from the sale of electricity in Commercial

primarily due to higher fuel and emission allowance costs;

RR Impairment and disposal charges on certain investments

primarily in Power Technology and Infrastructure; and

Rs Net gains recognized in 2003 resulting from the

implementatian of certain accounting changes and

the disposal, of discontinued operations.

These decreases were partially offset by:

Rs A higher price received per megawatt hour (MWh) resulting

from the Indiana Utility Regulatory Commission's (IURC)

approval. of PSI's base retail electric rate increase in

May 2004;

~ Grnwth in non-weather related demand for electricity;

RR An increase in gross margins on power marketing, trading,

and origination contracts; and

Rs A gain related to a Power Technology and Infrastructure

investment
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Services is a service campany that provides our subsidiaries

with a variety of centralized admimstrative, management, and

support services. Investments holds most of our non-regulated,

energy-related businesses and investments, including natural

gas marl&eting and trading operations (which are primarily

conducted through Cinergy Marketing and Trading, LP (Marketing

8 Trading), one of our subsidiaries).

We conduct operations thrnugh our subsidiaries and manage

our businesses through the following three reportable segments:

e Commercial Business Unit (Cammercial);

RE Regulated Business Unit (Regulated); and

10 Power Technalogy and Infrastructure Services Business Umt

(Power Technology and Infrastructure).
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Our increase in net income for the year ended

December 31, 2003, as compared to 2002, was primarily

due to the following factors:

EE Increases in gas gross margins as a result of an increase

in base rates for Ohio rustomers, colder weather and

increased volatihty in gas prices in the first quarter of

2003, as compared to 2002, and an increase in natural

gas sold from storage;

s Lower operating costs primarily resulting fram the

recognition of higher costs in 2002 associated with

employee severance programs;

m Lower property taxes, primarily resulting fram the

change in property value assessment in the state of

Indiana in 2003;

ER The 2002 write-off of certain investments;

w A net gain recognized in 2003 resulting from the

implementation of certain accounting changes;

N Gains reahzed in 2003 and losses incurred in 2002 from

the disposal af discontinued operations; and

RI Lower income taxes resulting primarily from tax credits

assaciated with the production af synthetic fuel, which

began in July 2002.

These increases were partially offset by:

ER A decrease in electric gross margins primarily due ta

milder weather in 2003; and

a A decline in electric gross margins associated with our

natural gas peaking assets.

For further informatian, see Results of Operatians.

FORWARD-LOOKING CHALLENGES ANO RISKS

Environmental Challenges

We face many uncertainties vvith regard to future environmental

legislation and the impact of this legislation on aur generating

assets and our decisions to construct new assets. In two separate

rulemal&ings, the Enviranmental Protection Agency (EPA) has

proposed significant reductions in sulfur dioxide (SOz), nitrogen

oxides (NOy) and mercury emissions from power plants, neither

of which have been finahzed. AdditionaRy, multi-emissions

reductians legislation cauld be passed in 2005 that may tal&e

the place of these proposed ruiemakings. In 2004, aur utility

operating companies began an environmental ronstruction

program to reduce overall plant emissions that is estimated ta

cost approximately $1.8 bilhon over the next five years. We

beheve that our construction program optimally balances these

uncertainties and pravides a level of emission reduction that

will be required and/or economicaL to us under a variety of

possible regulatory outcomes. See Environmental Issues in

Liquidity and Capital Resources for further information.

Regulatory Challenges

Ohio has enacted electric generation deregulation Legislation.

CG8 E's residential customers are in a market deveLopment

period through 2005, during which prices are fixed, while

non-residential customers are under a recently approved rate

stabilization plan (RSP) that runs through December 31, 2008.

Residential custamers will be under the RSP beginning in 2006,

aLso ending in 2008. At this time, it is difficult ta predict how

the reguLatory environment will Look after the rate stabilization

period ends. To date, deregulation in Ohio has not progressed

as originally anticipated and the Ohio General Assembly may

consider re-regulation laws as early as 2005. L-iowever, the

possibility of deregulation or a hybrid of both deregulation

and regulatian still exists. These regulatory uncertainties are

particularly challenging as we attempt to address short-term

and long-term generation capacity needs as welL as environmental

requirements previously discussed. See Regulatory Outlook and

Significant Rate Developments in Future Expectations/Trends for

further disrussion af these risks and uncertainties.

Midwest Independent Transmission System Operator, Inc.

(Nlidwest ISO) Energy Markets

The projected implementation date is April 1, 2005 for the

Midwest ISO to begin aperating under the Energy Markets Tariff

(sometimes referred to as a Locational. Marginal Pricing (LMP)

market or MISO Day 2 marl&et). The implementatian of an LMP

market will introduce new scheduhng requirements, new

praducts for mitigating transmission congestion risks, and new

pricing paints for the purchase and sale of power. We are in the

pracess of preparing for the implementatian and the Midwest

ISO is currently conducting market trials and testing of the

Energy Markets. This is a significant undertaking by the Midwest

ISO and its stakehalders and testing is nat yet complete. See

Midwest ISO Energy Markets in Future Expectations/Trends for

further details regarding these new markets.

Rising Coal and Emission Allowance Prices

The prices of coal and SOz aRawances have increased

dramatically in 2004, as compared to 2003. Contributing to

the increases in coal and SOz prices have been (1) increases

in demand for electririty, (2) environmental regulation, and

(3) decreases in the number of suppliers of coal from prior years.

Since rates have been frozen for non-residential customers

through 2004 and residential customers through 2005, pursuant

to Ohio deregulation, these increases in coal and emission

allawance prices could not be recovered through rates. The

impact of these price increases on earnings is discussed in more

detail in Results of Operations. See Generation Portfolio Risks in

Market Risk Sensitive Instruments for information on how we

plan to mitigate these risks going forward.
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Results of Operations

GROSS MARGINS

Given the dynamics of aur business, which include regulatory

revenues with directly offsetting expenses and commodity

trading operations for which results are primarily reported an

a net basis, we have concluded that a discussion of our results

on a gross margin basis is most appropriate. Electric gross

margins represent electric operating revenues less the related

direct costs of fuel, emission allowances, and purchased power.

Gas gross margins represent gas operating revenues less the

related direct cast of gas purchased. Within each of these areas,

we will discuss the key drivers of our results. Gross margins for

Regulated and Commercial for the years ended December 31,
2004, 2003, and 2002 were as follows:

REGULATED COMMERCIAL

(in mdlions) 2004 2003 2002 2004 2003 2002

Electric gross margin(')

Gas gross margin(2)

$1,656
263

$1,469 $1,571 $637 $714 $735
244 203 92 88 77

Total gross margin $1,919 $1,713 $1,774 $729 $802 $812

(1) Electric grass margin is calculated as Electric operating revenues less Fuel, emission allowances, and purchased power expense from the Statements of Income

(2) 6'as gross margin is calculated as Ges operating revenues less Gas purchased expense from the Statements of Income.

Coabng degree days and heating degree days are metrics

commonly used in the utility industry as a measure of the

impact weather has on results of operations. Coohng degree

days and heating degree days in our senrice territory for

the years ended December 31, 2004, 2003, and 2002 were

as follaws:

2004 2003 2002

Cooling degree days(1)

Heating degree days(2)

882 831 1,357
5,006 5,316 5,093

(1) Cooling degree doys are the differences between the average temperature for each

day and 6'5 degrees, assuming the average temperature is greater than 65 degrees.

(2) Heatr'ng degree days are the differences between the average temperature for each

day and 65 degrees, assuming the average temperature is less than 65 degrees.

Regulated Gross hfargins

The 13 percent increase in Regulated's electric gross margins

for the year ended December 31, 2004, as compared to 2003,

was primarily due to the following factors:

R) An approximate $80 milhon inrrease resulting from a

higher price received per MWh due to PSI'5 base retail

electric rate increase in May 2004; and

R) An approximate $32 miLLion increase due to growth in

non-weather related demand.

The eight percent increase in Regulated's gas gross margins

far the year ended December 31, 2004, as compared to 2003,
was primarily due to an approximate $16 millian increase in

tariff adjustments mainly associated with the gas main

replacement program. Partially offsetting this increase was

an approximate $7 million decrease reflecting a decline in

non-weather related demand.

The six percent decrease in Regulated's electric grass

margins for the year ended l)ecember 31, 2003, as compared to

2002, was primarily due ta a decline in retail electric margins

mainly resulting from milder weather. Cooling degree days were

The change in caoiing degree days and heating degree days

did not have a material effect on aur gross margins for the year

ended December 31, 2004, as compared to 2003.

down 39 percent in our service territory. PartiaLly affsetting this

decrease was an increase in rate tariff adjustments associated

with certain constructian programs at PST.

The 20 percent increase in Regulated's gas gross margins for

the year ended December 31, 2003, as compared to 2002, was

primarily due to the following factors:

a An increase in base rates, as approved by the Public

Utilities Commission of Ohio (PUCO) in May 2002,

and tariff adjustments associated with the gas main

replacement pragram and Ohio excise taxes; and

R) The colder weather in the first quarter of 2003, compared

to 2002, which resulted in a greater amount of thousand

cubic feet (mcf) delivered ta customers.

Commercial

Gross Margins The 11 percent decrease in Commercial's

electric gross margins for the year ended December 31, 2004, as

compared ta 2003, was primariLy due to the fallowing fartors:

R) An approximate $51 miNon increase in CG8 E's average

price of fuel without a matrhing increase in the price of

power charged ta customers (the majority of which were

under fixed price contracts); and

R) An approximate $62 million increase in emission allowance

costs, primarily due to increases in SO2 emission allowance

market prices, without a matching increase in the price of

power charged ta rustomers. The number of 502 emission

allowances used also increased in 2004.

Partially offsetting these decreases were:

w An approximate $24 million increase in gross margins

on power marketing, trading, and originatian contracts

attributable to higher margins on physical and financial

trading, primarily related to regional spreads between the

m)deast and midwest markets; and

R) An approximate $15 miNon increase due to growth in

non-weather related demand.
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Cammercial's gas gross margins under generally accepted

accounting principles (GAAP) and Commercial's adjusted gas

gross margins were relatively flat in 2004, as compared to 2003,

although volatility during 2004 was significant due ta timing

differences in revenue recagrdtion between physical storage

activities and the associated derivative cantracts that hedge the

physical storage. We evaluate the results of our gas marketing

and trading business an an economic basis, which we term

"adjusted gas gross margins".

Our gas marketing and trading business regularly hedges

its price exposure of natural gas held in storage by selling

derivative contracts for winter month delivery. The majority

of the gas held in storage is designated as being hedged

under Statement of Financial Accaunting Standards No. 133's,

Accounting for Derivative Instruments and Hedging Activities

(Statement 133), fair value hedge accounting model, which

allows the gas to be accounted for at its fair value (based on

spot prices). Under GAAP, the derivative contracts hedging the

gas are accounted for at fair value (based on forward winter

prices). Conversely, the agreements with pipelines to store this

natural gas until the winter periods are not derivatives and are

not adjusted for changes in fair value (see footnote 1 in the

table below).

For a more complete understanding of our gas marketing

and trading results, we have prepared the fallowing tabLe, which

reconciles the gas margins under GAAP, the impact af adjusting

these margins for the fair value of pipeline agreements and

certain gas held in storage, and the resulting adjusted gas

grass margins:

Other Operating Revenues and Costs of Fuel Resold The

41 percent increase in Other Operating Revenues for the year

ended December 31, 2004, as compared to 2003, was primarily

due to the following factors:

s An appraximate $67 million increase in Commercial. 's

revenues from coal origination resulting from increases

in coal prices and the number of coal origination

contracts. Caal origination includes contract structuring

and marketing of physical coal; and

a An approximate $28 million increase in Commercial's

revenues from the sale of synthetic fueL

The 22 percent increase in Other Operating Revenues for

the year ended December 31, 2003, as compared to 2002, was

primarily due to an increase in Commercial's revenues from the

sale of synthetic fuel, which began in July 2002. This increase

was partially offset by a decline in CommerciaL's revenues from

coaL ariginatian.

Costs offuel resold includes Commercial's costs of coal

origination activities and the production of synthetic fuel. In

2004, both of these costs increased, while in 2003, the cost of

producing synthetic fuel increased and the costs of coal origina-

tion activities decreased. These changes are consistent with the

changes in the associated revenues as previously discussed.

The following explanations correspond with the line items

on the Statements of Income. Hawever, anly the hne items that

varied sigrdficantly from prior periods are discussed.

OTHER OPERATING EXPENSES

(in millions) 200rr 2003 CHANGE
(in millions) 200rr 2003 2002

Gas margins, as reported (GAAP)

Fair value adjustments not

recognized under GAAPOl

$92 $88 $4

P) (5) (2)

Operation 2nd maintenance

Depreciation

Taxes other than income taxes

$1,282 $1,119 $1,202
460 399 404
254 250 263

Adjusted gas gross margins $85 $83 $2 Total $1,996 $1,768 $1,869
(I) Relates to fair value of storage agreements. The value of a storoge agreement is

the ability to store and optimize gas between periods of lower prices (typically

summer) and periods of higher prices (typically winter), A large component of the

fair value is therefore the differences behveen winter prices and spat pn'ces. As this

spread gets wider, the value of a storage agreement increases.

The three percent decrease in Commercial's electric gross

margins for the year ended December 31, 2003, as compared to

2002, was primarily due to a decline in margins associated with

Cammercial's naturaL gas peaking assets in 2003, as campared

to 2002. Partially offsetting this decrease were higher margins

from physical and financiaL trading primarily in and around

the midwest.

The 14 percent increase in Commercial's gas grass margins

for the year ended December 31, 2003, as compared to 2002,

was primarily due to the following factors:

Nt An increase in the volatility of natural gas prices in the

first quarter of 2003, as campared to the same periad in

2002; and

Nt An increase in natural gas sold out of storage in 2003.

Marketing 8 Trading began engaging in significant storage

activities at the end af the second quarter of 2002.
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Operation and Maintenance

The 15 percent increase in Operation and maintenance

expense far the year ended December 31, 2004, as compared

to 2003, was primarily due to the following factors:

N Costs primarily associated with employee labor and

benefits increased approximately $50 million. Labor

and benefit costs increased approximately six percent;

Nt Maintenance expenses, primarily praduction related,

were higher by approximately $26 million;

6 An approximate $20 million of costs incurred in 2004

related to a continuous improvement initiative;

N Higher transmission costs of approximately $15 millian.

This increase was due, in part, to refunds received in

2003, which offset a portion af the casts for that

year; and

EI An approximate $14 milhon increase in operation

expenses for non-regulated service subsidiaries that

started operatians, or became fully consolidated, after

the second quarter of 2003.
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These increases were partially offset by:

RF The recognition of approximately $14 million of costs

associated with voluntary early retirement programs and

employee severance programs in 2003; and

IR An approximate $12 million for costs incurred in 2003

associated with the bankruptcy of Enron Corp.

The seven percent decrease in Operation and maintenance

expense for the year ended December 31, 2003, as compared

to 2002, was primarily due to the fnllowing factors:

RI The recognition of higher rosts associated with employee

severance programs in 2002;

RR Decreased transmission casts, largely the result nf changes

in the Midwest ISO operations; and

IR A decrease in employee incentive costs.

These decreases were partially offset by:

RI The charges assordated with our resolution of claims with

respect to the bankruptcy of Enron Corp„and

I An increase in maintenance expense for our generating

units and overhead Lines.

Depreciation

The 15 percent increase in Depreciation expense for the year

ended December 31, 2004., as compared to 2003, was primarily

due to the following factors:

RI An approximate $36 million increase due to the addition

of depreciable plant, primarily for pollution control

equipment, and the accelerated gas main replacement

program; and

& An approximate $27 million increase resulting from

a) higher depreciation rates, as a result of changes in

usefuL lives of production assets and an increased rate for

cost of removal and b) recovery of deferred depreciation

costs, both of which were approved in PSI's latest retail

rate case.

These increases were par!iaily offset by approximately

$15 million due tn longer estimated useful lives of CG8 E's

generation assets resulting from a depreciation study completed

during the third quarter of 2003.
The one percent decrease in Depreciation expense for the

year ended December 31, 2003, as compared to 2002, was

primarily due tn the fouowing factors:

RI An increase in estimated useful hves of CG8 6's generatian

assets resulting from a depreciation study completed

during the third quarter of 2003; and

RI CG8 E's discontinuance of accruing costs of removal for

generating assets (which was previously incbIded as part

of Depreciation expense) as a result of the adoption of

Statement of Rnancial Accounting Standards No. 143,

Accounting for Asset Retirement Db(igations (Statement 143).
See Note 1(3) of the Notes to Financial Statements for

further details, Prior periods were not restated for the

adoption of Statement 143.

Partially offsetting these decreases was the addition of

depreciable plant primarily including pollution control equip-

ment, accelerated gas main replacement program assets, and

equipment associated with the production of synthetic fuel.

Taxes Other Than Income Taxes

Taxes other than income taxes for the year ended December

31, 2004, as compared to 2003, were relatively flat. The five

percent decrease in Taxes other than income taxes expense for

the year ended December 31, 2003, as compared to 2002, was

primarily due to lower property taxes, which were partially

nffset by increased excise taxes. This decrease was primarily

a result of a change in property value assessments in the state

of Indiana in 2003.

EQUITY IN EARNINGS OF UNCONSOLIDATED SUBSIDIARIES

The increase in Equity in Earnings of Unconsolidated Subsidiaries

for the year ended December 31, 2004, as compared to 2003,

was primarily due to a gain of approximately $21 million relating

to the sale of most of the assets by a company in which Power

Technology and Infrastructure holds an investment. See Nate 15(B)

of the Notes tn Financial Statements for further information.

Equity in Earnings of Unconsolidated Subsidiaries fnr the year ended

December 31, 2003, as compared to 2002, was relatively flat.

MISCELLANEOUS INCOME (EXPENSE) —NET

The decrease in Miscellaneous Income (Expense) —let for

the year ended December 31, 2004, as compared to 2003, was

primarily due to the recognition of approximately $56 million

in impairment and dispnsaL charges in 2004 primarily associated

with certain investments in the Power Technology and

Infrastructure portfolio. The values of these investments refLect

our estimates and judgments about the future performance of

these investments, for which actual results may differ. A

substantial portion of these charges relate to a company, in

which we hold a nnn-controLLing interest that sold its major

assets in 2004. This company is involved in the development

and sale of outage management software.

This decrease was partially offset by interest income of

approximately $9 million on the notes receivable of two

subsidiaries consolidated in the third quarter nf 2003.

The increase in Miscellaneous Income (Expense) —Net for

the year ended December 31, 2003, as compared to 2002, was

primarily due to the following factors:

RI 2002 write-offs of certain equipment and technology

investments and costs accrued related to the termination

of a contract for the construction of combustion

turbines; and

RI Interest income on the notes receivable of two newly

consolidated subsidiaries in 2003. See Nate 1(a)(l) of

the Notes to Financial Statements for further details.
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Partially offsetting these increases were net gains realized in

2002 from the sale of equity investments in certain renewable

energy projects.

INTEREST EXPENSE

The two percent increase in Interest Expense for the year ended

December 31, 2004, as compared to 2003, was primarily due to

the following factors:

RE An approximate $12 million increase due to our recognition

of a note payable to a trust; and

s An approximate $9 miLLion increase related to additional

debt recorded in accordance with the consolidation of two

new entities.

INCOME TAXES

Our 2004 effective tax rate was approximately 21 percent, a

derrease of four percent from 2003, resulting from a greater

amount of tax credits associated with the production and sale

of synthetic fuel and the successful resolution of certain

tax matters.

Our effective tax rate for 2003 was approximately 25 percent.

The decrease in the effective income tax rate for the year ended

December 31, 2003, as compared to 2002, was primarily due to

tax credits associated with the production and sale of synthetic

fuel, which began in July 2002.

DISCONTINUED OPERATIONS

The note payable and additional debt were both recorded in

July 2003 resulting from the adoption of Financial Accounting

Standards Board (FASB) Interpretation No. 46, Consolidation of
Invariable Interest Entities (Interpretation 46).

These inrreases were partially offset by:

s A dechne in average long-term debt; and

a C.harges recorded during 2003 assordated with CGBE's

refinancing of certain debt.

The 11 percent increase in Interest Expense for the year

ended Derember 31, 2003, as compared to 2002, was primarily

due to the following factors:

RI An increase in average Long-term debt outstanding during

the year ended December 31, 2003;

IR Charges during 2003 associated with the re-financing of

rertain debt," and

a Additional debt recorded in July 2003 with the consalida-

tion of two new entities and the recognition of a note

payable to a trust resulting from the adoption of

Interpretation 46. See Note 1(Q)(i) of the Notes to

Financial Statements.

These increases were partially offset by a decrease in

short-term interest rates.

PREFERRED DIVIDEND REQUIREMENT OF SUBSIDIARY TRUST

The decrease in Preferred Dividend Requirement of Subsidiary

Trust for the years ended December 31, 2004 and 2003, as

compared to the years ended 2003 and 2002, respectively,

was a result of the implementation of Interpretation 46.

Effective July 1, 2003, the preferred trust securities and the

related dividends were no longer reported in our financial

statements. However, interest expense is still being incurred

an a note payable to this trust as previously discussed.

See Note 1(Q)(i) of the Notes to Financial Statements for

further details.

In 2002, we sold and/or classified as held for sale, several,

non-core investments, including renewable and internationaL

investments. During 2003, we completed the disposal of our gas

distribution operation in South Africa, sold our remaining wind

assets in the United States, and substantially sold or liquidated

the assets of our energy trading operation in the Czech Repubbc.

Pursuant to Statement of Financial Accounting Standards No. 144,

Accounting for the Impairment or Disposal of Long-lived Assets

(Statement 144), these investments were classified as discon-

tinued operations in our financial statements. See Note 14 af
the Notes to Financial Statements for additional information.

CUMULATIVE EFFECT OF CHANGES IN ACCOUNTING PRINCIPLES

In 2003, we recognized a Cumulative effect of changes

in accounting principles, net of tax gain of approximately

$26 million. The cumulative effect of changes in accounting

principles was a result of the adoption of Statement 143 and

the rescission of Emerging Issues Task Force (EITF) Issue 98-10,
Accounting for Contracts Involved in Energy Trading and Risk

Management Activities (EITF 98-10). See Note 1(Q)(iv) of the

Notes to Financial Statements for further information.

Liquidity and Capital Resources

HISTORICAL CASH FLOW ANALYSIS FROM

CONTINUING OPERATIONS

Operating Activities from Continuing Operations

Qur cash flows provided by operating activities from

continuing operations were approximately $833 milhon,

$946 million, and $956 mglion for the years ended December 31,
2004, 2003, and 2002, respectively. The tariff-based gross

margins of our utility operating companies continue to be

the principal source of cash fram operating activities. The

diversified retail customer mix of residential, commercial. ,

and industrial classes and a commodity mix of gas and electric

services provide a reasonably predictable gross cash flow. For
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the year ended December 31, 2004, our decrease in net cash

provided by operating activities was primarily due to unfavor-

able working capital fluctuations, including the build up of fuel

and emission allowances inventory. Our net cash provided by

operating activities in 2003 was comparable to 2002, comprised

of decreases at CG8E and PSI, offset by improved operating

cash flows at our non-regulated subsidiaries.

Finanring Activities from Continuing Operations

Our cash flows used in financing activities from continuing

operations were approximately $234 million and $245 million

for the years ended December 31, 2004, and 2003, respectively,

compared to cash inflows of approximately $43 miLLion for the

year ended December 31, 2002. Our net cash used in financing

activities in 2004 was comparable to 2003. For the year ended

December 31, 2003, our net cash used in financing activities

increased, as compared to 2002, primarily due to increases in

redemptions of long-term debt.

Investing Activities from Continuing Operations

Our cash flows used in investing activities from continuing

operations were approximately $604 million, $732 million, and

$886 million for the years ended December 31, 2004, 2003, and

2002, respectiveLy. For the year ended December 31, 2004, our

decrease in net rash used in investing activities was primarily

due to decreases in capital expenditures related to energy-

related investments. For the year ended December 31, 2003, our

net cash used in investing activities decreased, as compared to

2002, primarily due to decreases in capital expenditures related

to environmental. compliance programs and other energy-related

investments. We also purchased a synthetic fuel production

facility during 2002.

CAPITAL REQUIRENENT5

Environmental Issues

Proposed Environmental Protection Agency Regulations In

December 2003„ the United States EPA proposed the Clean Air

Interstate Rule (CAIR), formerly the Interstate Air Quality Rule,

which would require states to revise their State Implementation

PLans (SIP) to address alleged contributions to downwind

non-attainment with the revised National Ambient Air Quality

Standards for ozone and fine particulate matter. The proposed

rule would establish a two-phase, regional cap and trade

program for SOz and NOx, affecting approximately 30 states,

including Ohio, Indiana, and Kentucky, and would require SOz

and NOx emissions to be cut approximately 70 percent and

65 percent, respectively, by 2015. The EPA also issued draft

regulations regarding required reductions in mercury emissions

from coal-fired power plants (Clean Air Mercury Rule). The

draft regulations include two possible alternatives to achieve

emissions reductions: a mercury cap and trade program or source

specific reductions achieved through a command and control

approach. The cap and trade approach would provide a longer

compliance horizon and provide more flexible compliance

options for coal-fired generators, including the purrhase of

allowances in Heu of further capital expenditures with respect

to these investments. This approach would require a reduction

of approximately 30 percent by 2010 and 70 percent by 2018.
The source specific reduction approach would require a reduc-

tion of approximately 30 percent by 2008. The EPA is expected

to issue final rules on CAIR and the Clean Air Mercury Rule by

March 2005.

Over the 2005-2009 time period, estimated capital costs

associated with reducing mercury, SOz, and NOx in compHance

with the currently proposed CAIR and Clean Air Mercury Rule are

not expected to exceed approximately $1.72. billion if the EPA

approves the mercury cap and trade approach and approximately

$2. 15 billion if the EPA approves the source specific reduction

approach without a cap and trade program. These estimates

include estimated costs to compLy at plants that we own but do

not operate and could change when tal&ing into consideration

compHance plans of co-owners or operators involved. Moreover,

as market conditions change, additional compliance options may

become available and our plans wiLL be adjusted accordingly.

Approximately 60 percent of these estimated environmental

costs would be incurred at PSI's coal-fired plants, for which

recovery would be pursued in accordance with regulatory

statutes governing environmental cost recovery. CG8 E would

receive partial recovery of depreciation and finandng costs

related to environmentaL compliance projects for 2005-2008

through its recently approved RSP. See Note 11(B)(iii) of the

Notes to Financial Statements for more details.

In June 2004, the EPA made final state non-attainment

area designations to implement the revised ozone standard.

In January 2005, the EPA made finaL state non-attainment area

designations to implement the new fine particulate standard.

Several counties in which we operate have been designated as

being in non-attainment with the new ozone standard and/or

fine particulate standard. States with counties that are desig-

nated as being in non-attainment with the new ozone and/or

fine particuLate standards are required to develop a plan of

compHance. Although the EPA has attempted to structure the

CAIR to resolve purported utility contributions to ozone and

fine particulate non-attainment, at this time, we cannot predict

the effect of current or future non-attainment designations on

our financial position or results of operations.

In May 2004, the EPA issued proposed revisions to its

regional haze rules and implementing guideHnes in response to

a 2002 judiciaL ruling overturmng key provisions of the original

program. The regionaL haze program is aimed at reducing certain

emissions impacting visibihty in national parks and wilderness

areas. The EPA is currently considering whether SOz and NOx

reductions under the CAIR regulation will aLso satisfy the

reduction requirements under Lhe regional. haze rule. However,

the regional haze rule, when finaHzed, could potentially require

significant additionaL SOP and NOx reductions necessitating the

installation of poLLution controls for certain generating units
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at our power plants. In bght of the EPA's ongoing rulemaldng

efforts and the fact that the states have yet to announce how

they will implement the final rule, at this time it is not possible

to predict whether the regional haze rule will have a material

effect on our financial position or results of operations.

Clear Skies Legislation President Bush has proposed

environmental legislation that would combine a series of Clean

Air Act (CAA) requirements, including the recently proposed

regulations for mercury and particulate matter for coal-fired

power plants with a legislative solution that includes trading

and spedfic emissions reductions and timelines to meet those

reductions. The President's "Clear Skies Initiative" would seek

an overall 70 percent reduction in emissions from power plants

over a phased-in reduction schedule beginning in 2010 and

continuing through 2018. When the Clear Skies Initiative was

stalled in Congress, the EPA proposed the CAIR regulations to

accomphsh Clear Skies' goaLS within the existing framework of

the CAA. Clear Skies has been reintroduced in the Senate and

could be considered in Committee over the next several weeks.

However, at this time, we cannot predict whether this or any

multi-emissions biH will achieve approvaL

Energy Bill The United States House of Representatives

(House) passed the Energy Policy Act in April 2003. The legisla-

tion, as passed in the House, included the repeal of the PUHCA,

as wel. l as tax incentives for gas and electric distribution lines,

and combined heat and power and renewable energy projects.

The United States Senate (Senate) Energy and Natural Resources

Committee passed its version of comprehensive energy legislation

in April 2003. A conference agreement which merged both the

House and Senate versions passed in the House in October 2003,

but failed to pass in the Senate. The legislation wiR be

introduced again during the 109th Congress, however, it is

anticipated that several changes will be made. At this time,

it is not possible to predict whether a final energy biK will

pass in 2005.

Environmental Lawsuits We are currently involved in

the following lawsuits which are discussed in more detail in

Note 11(A) of the Notes to Financial Statements. An unfavorable

outcome of any of these lawsuits could have a material impact

on our liquidity and capital resources.

N CAA Lawsuit

N Carbon Dioxide (C02) Lawsuit

N Selective Catalytic Reduction Units at Gibson

Generating Station

N(zimmer Generating Station Lawsuit

R( Manufactured Gas Plant Sites

~ Asbestos Daims Utigation

Capt'tal and Investment Expenditures

Actual construction and other committed expenditures for

2004 were approximately $701 million. Forecasted construction

and other committed expenditures for 2005 are approximately

$1.1 biRion and for the five-year period 2005-2009 (in nominal

dollars) are approximately $5.4 billion. In 2004, we spent

$203 million for NQx and other environmental compliance

projects. Forecasted expenditures for environmental compliance

projects (in nominal dollars) are approximately $465 million

for 2005 and $1.8 billion for the 2005-2009 period. The vast

majority of this forecast includes our entire estimate of costs

to comply with draft regulations requiring reductions in mercury,

NOx, and SOZ emissions, assuming a cap and trade approach to

mercury emissions. Approximately 60 percent of these estimated

environmental costs would be incurred at PSI's regulated coal.-

fired plants. See Environmental Issues for further discussion.

Contractual Cash Obligations

The following table presents our sigmficant contractual cash obligations:

(in mi((ious) 2005 2006 2007

PATNENTS WE

2008 2009
THERE-

AFTER TOTAL

Capital leases

Operating leases

Long-term debt(t)

Fuel purchase contracts(4)

Other commodity purchase contracts(5)

$7
43

220(z)is)

879
28

$7
36

355
495

7

$ 7 $ 10 $ 10
28 18 14

726 551 270
420 49

3 1

$ 24 $ 65
27 166

2,376 4,498
1,843

39

Total $'1, 177 $900 $1,184 $629 $294 $2,427 $6,611

(1) Amounts do not include interest payments. See the Consolidated Statements of Capita(izatlon for disclosure of interest rates for interest poyments.

(2) Includes PSI's 6 50% Debentures due August 1, 2026, reflected as maturing in 2005, as the interest rate is due to reset on August 1, 20D5. If the interest rate does not reset,

the bonds are subject to mandotory redemption by PSI.

(5) CG&E's 6.90'/. Debentures due June 1, ZDZ5, are putable to CG&E at the option of the holders an June 1, 2005. However, based upon current market conditions, we believe it is

unlikely thot the debentures will be put to CG&E on this date.

(4) r1ye have significantly more coal under contract, ' however, these contracts contain price re-opener provisions effectively making them van'able controcts ofter certain dates. Contract

coa( after the price re-opener date is therefore excluded from this table.

(5) Includes long-term contracts accounted for on an accrual basis. See the Pair Value of Contracts maturity table in Market Risk Sensitive Instruments for disclosure of energy trading

contracts that are occaunted far ot foir value.
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Pension ond Other Postretirement Benefits

We maintain qualified defined benefit. pension plans covering

substantially all United States employees meeting certain

minimum age and service requirements. Plan assets consist

of investments in equity and debt securities. Funding for the

qualified defined benefit pension plans Is based on actuarially

determined contributions, the maximum of which is generally

the amount deductible for tax purposes and the minimum being

that required by the Employee Retirement Income Security Act

of 1974, as amended (ERISA). Although mitigated by strong

performance in 2003 and 2004, ongoing retiree payments and

the dedine in market value of the investment portfobo in 2002

reduced the assets held in trust to satisfy plan obligations.

Additionally, continuing low long-term interest rates have

increased the Liability for funding purposes. As a result of these

events, our near term funding targets have increased substan-

tially. We have adopted a five-year plan to reduce, or ebminate,

the unfunded pension obligation irdtially measured as of

January 1, 2003. This unfunded obUgation will be recalculated

as of January 1 of each year in the five-year plan. Because this

unfunded obUgation is the difference between the Uability

determined actuariaLLy on an ERISA basis and the market vabIe

of plan assets as of January 1, Z003, the liability determined by

this calculation is different than the pension babiUty calculated

for accounting purposes reported on our Balance Sheets.

Our minimum required contribution in calendar year 2004

was $16 milUon, as compared to $11 million in calendar year

2003. Actual contributions during calendar year 2004 and 2003

totaled $117 million and $74 miLLion, reflecting additional

discretionary contributions of $101 million and $63 million,

respectfully, under the aforementioned five-year plan. Due to

the significant Z004 and 2003 calendar year contributions,

our mirdmum required contributions in calendar year 2005 are

experted to be zero. Should we continue funding under the

five-year plan, discretionary contributions are expected to be

$72 million in 2005. We may consider making discretionary

contributions in 2006 and future periods; however, at this time,

we are unabLe to determine the amount of those Contributions.

Estimated contributions fluctuate based on changes in market

performance of plan assets and actuarial. assumptions. Absent

the occurrence of interim events that could materially impact

these targets, we will update our expected target contributions

annually as the actuarial funding valuations are completed

and make dedsions about future contributions at that time.

We sponsor non-qualified pension plans that cover officers,

certain key employees, and non-employee directors. Our

payments for these non-qualified pension plans are expected

to be approximateLy $9 million in 2005.

We provide certain health care and bfe insurance benefits to

retired United States employees and their eligible dependents.

Our payments for these postretirement benefits in 2005 are

expected to be approximately $25 million. See Note g of the

Notes to Financial Statements for additional information about

our pension and other postretirement benefit plans.

Other investing Activities

Our ability to invest in growth irdtiatives is limited by

certain legal and regulatory requirements, including the PUHCA.

The PUHCA limits the types of non-utibty businesses in which

we and other registered holding companies under the PUHCA

can invest as well as the amount of capital that can be invested

in permissible non-utility businesses. Also, the timing and

amount of investments in the non-utility businesses is dependent

on the development and favorable evaluations of opportunities.

Under the PUHCA restrictions, we are allowed to invest, or

commit to invest, in certain non-utility businesses, including:

& Exempt Wholesale Generators (EWG) and Foreign UtiUty

Companies (FUCO)

An EWG is an entity, certified by the Federal Energy

Regulatory Commission (FERC), devoted exriusively to

owmng and/or operating, and selling power from one

or more electric generating facilities. An EWG whose

generating facilities are located in the Urdted States is

limited to mal&ing only wholesale sales of electricity. An

entity rlaiming status as an EWG must provide notification

thereof to the SEC under the PUHCA.

A FUCO is a company alL of whose utility assets and

operations are Located outside the United States and

which are used for the generation, transmission, or

distribution of electric energy for sale at retail or wholesale,

or the distribution of gas at retaiL A FUCO may not derive

any income, directly or indirectly, from the generation,

transmission, or distribution of electric energy for sale or

the distribution of gas at retail within the United States.

An entity claiming status as a FUCO must provide notifica-

tion thereof to the SEC under the PUHCA.

We have been granted SEC authority under the PUHCA

to invest (including by way of guarantees) an aggregate

amount in EWGs and FUCOs equal to the sum of (1) our

average consolidated retained earnings from time to

time plus (2) $2 bilUon through June 30, 2005. As of

December 31, 2004, we had invested or committed to

invest approximately $0.8 billion in EWGs and FUCOs,

leaving available investment capacity under the order of

approximately $2.8 billion. In February 2005, we filed an

application with the SEC under the PUHCA requesting an

extension of this authority through December 31, 2008.

At this time, we are unable to predict whether the SEC

wiU approve this request.
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ER Qualifying Facilities and Energy-Related Non-utility Entities

SEC regulations under the PUHCA permit us and other

registered holding rompanies to invest and/or guarantee

an amount equal to 15 percent of consohdated capitahza-

tion (ronsohdated capitahzation is the sum of Notes

payable and other short-term obligations, Long-term debt

(inchIding amounts due within ane year), Cumulative

Preferred Stock of Subsidiaries, and total Common Stock

Equity) in domestic qualifying cogeneration and smaH.

power production plants (qualifying facihties) and certain

other domestic energy-related non-utility entities. At

December 31, 2004, we had invested and/or guaranteed

appraximately $1.1 biHion of the $1.4 biHion available.

In August 2004, we filed an apphcation with the SEC

requesting authority under the PUHCA to increase our

investment and/or guarantee authority by $2 billion above

the current authorized amount. At this time, we are unable

to predict whether the SEC will approve this request.

RI Energy-Related Assets

We have been granted SEC authority under the PUHCA

to invest up ta $1 biHion in non-utility Energy-Related

Assets within the United States, Canada, and Mexico.

Energy-Related Assets include natural gas exploration,

development, pradurtion, gathering, processing, storage

and transpartation facilities and equipment, liquid oil

reserves and storage facihties, and associated assets,

faciHties and equipment, but would exclude any assets,

facilities, or equipment that would cause the owner or

aperator thereof to be deemed a public. utihty campany.

As of December 31, 2004, we did not have any investments

in these Energy-Related Assets.

IR Infrastructure Services Compames

We have been granted SEC authority under the PUHCA to

invest up to $500 million in companies that. derive or will

derive substantially aH of their operating revenues from

the sale of Infrastructure Services including:

—Design, construction, retrofit, and maintenance of

utility transmission and distribution systems;

—Installation and maintenance of natural gas pipelines,

water and sewer pipelines, and underground and

overhead telecommurdcations networks; and

—Installatian and servicing of meter reading devices

and related communications networks, including fiber

optic cable.

At December 31, 2004, we had invested approximately

$30 miflion in Infrastructure Services companies. In

February 2005, we filed an appliration with the SEC

under PUHCA requesting authority to invest up ta
$100 million in Infrastructure Services companies

through December 31, 2008, which is a $400 milhan

reduction in our rurrent authority. At this time, we are

unable to predict whether the SEC will apprave this request.

Guarantees

We are subject to an SEC order under the PUHCA, which

limits the amounts we can have autstanding under guarantees

at any one time to $2 biHion. As of December 31, 2004, we had

approximately $877 million outstanding under the guarantees

issued, of which approximately 96 percent represents guarantees

af obhgations reflected on aur Balance Sheets. The amount

outstanding represents our guarantees of Habilities and

commitments of our consohdated subsidiaries, unconsolidated

subsidiaries, and joint ventures. In February 2005, we filed an

application with the SEC under the PUHCA requesting authority

to have an aggregate amount of guarantees outstanding at any

point in time not to exceed $3 billion. At this time, we are

unable to predict whether the SEC wiH approve this request.

See Note 11(C)(v) of the Notes to Financial Statements for a

discussion of guarantees in accordance with FASB Interpretation

No. 45, Guarantor's Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of
Others (Interpretation 45). Interpretation 45 requires disclosure

of maximum potential habilities for guarantees issued on behalf

af unconsolidated subsidiaries and joint ventures and under

indemnification dauses in various contracts. The Interpretation

45 disclosure differs from the PUHCA restrictions in that it

requires a calculation of maximum potential liability, rather

than actual amounts outstanding; it excludes guarantees issued

on behalf of consolidated subsidiaries; and it includes potential

liabilities under indemnification clauses.

Af arketing 8 Trading Liquidity Risks

We have certain rontracts in place, primarily with trading

counterparties, that require the issuance of callateral in the

event our debt ratings are downgraded belaw investment grade.

Based upon our December 31, 2004 trading portfoHa, if such

an event were to occur, we would be required to issue up to

approximately $310 miiHon in collateral related to our gas and

power trading operations.

CAPITAL RESOURCES

We meet our current and future capital requirements through

a cambination af funding sources including, but nat limited

to, internally generated cash flows, tax-exempt bond issuances,

capital lease and aperating lease structures, the securitization

of certain asset classes, short-term bank borrowings, issuance of

commercial paper, and issuances of long-term debt and equity.

Funding decisions are based on market conditions, market

access, relative pricing information, borrawing duration and

current versus forecasted cash needs. We are committed to

maintaining balance sheet health, responsibly managing

capitahzation, and maintaining adequate credit ratings. We

beheve that we have adequate financial resaurces to meet

our future needs.
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Sale of Accounts Receivable

Our utihty operating companies have an agreement with

Cinergy Receivables Company, LLC (Cinergy Receivables), an

affiliate, to sell, on a revolving basis, nearly ali of their retail

accounts receivable and related collections. Cinergy Receivables

funds its purchases with borrowings from commerrial paper

conduits that obtain a security interest in the receivables.

This program accelerates the collection of cash for our utility

operating companies related to these retail receivables. We

do not consolidate Cinergy Receivables because it meets the

requirements to be accounted for as a qualifying special purpose

entity (SPE), A decline in the long-term senior unsecured credit

ratings of our utihty operating companies below investment

grade would result in the termination of the sale program and

discontinuance of future sales of receivables.

Notes Payable and Other Short-term Obligations

We are required to serure authority to issue short-term

debt from the SEC under the PUHCA and from the PUCO. The

SEC under the PUHCA regulates the issuance of short-term debt

by Cinergy Corp. , PSI, and ULHHP. The PUCO has regulatory

jurisdiction over the issuance of short-term debt by CGHE.

SHORT-TERM REGULATORY AUTHORITY

DECEMBER 31, 2004

(in millions) AUTHORITY OUTSTANDING

Cinergy Corp. $5,000&") $676

(1) Cinergy Carp, , under the PUHCA, uas granted approval to increase total

capitalization (excluding retained earnings and accumulated ether comprehensive

income (loss)), which moy be any combination of debt ond equity secun'ties,

by $5 billion. Outside this requirement, Cinergy Carp. is not subject to speci)&'c

regulatory debt authorizations.

For the purposes of quantifying regulatory authority,

short-term debt includes revolving credit hne borrowings,

uncommitted credit Line borrowings, intercompany money

pool obhgations, and commercial paper.

Cinergy Corp.'s short-term borrowings consist primarily of

unsecured revolving hnes of credit and the sale of commercial.

paper. Cinergy Corp.'s $2 billion revolving credit facilities

and $1.5 billion commercial paper program also support the

short-term borrowing needs of our utility operating companies.

In addition, we maintain uncommitted lines of credit. These

facilities are not firm sources of capital but rather informal

agreements to lend money, subject to availability, with pricing

determined at the time of advance, The following is a summary

of our outstanding short-term borrowings, incLuding variable

rate pogution control notes:

(in millions)

ESTABLISHED

LINES

SHORT-TERM BORROWINGS DECEMBER 31, 2004

AVAILABLE

STANDBY REVOLVING

OUTSTANDING UNUSED LIQUIDIIY&s) lINES OF CREDIT

Cinergy Corp.

Revolving lines&2)

Uncommitted lines&3)

Commercial pa per&4)

Utility operating companies

Uncommitted lines(')

Pollution control notes

$2,000
40

75

676

248

$2,000 $688 $1,312
40

75

Non-regulated subsidiaries

Revolving lines&5)

Sho*-term debt

Pollution controL notes

Total

158 8

2

25

$959

150 150

$1,462

(1) Standby h'quidity is reserved against the revolving lines af credit ta support the commercial paper program and outstanding letters of credit (cunently $676 million and

$1Z million, respectively)

(2) Consists of a three-year $1 billion facility and a five-year $1 br&&ion facilily. The Jive-year fan'&ity contains $500 million sublimit each far CGBE and PSI.

(3) These fociliues are not guaranteed sources of capital and represent an informal agreement to tend money, subject to availability, with pricing to be determined at the time

af advance.

(4) In September Z004, Cinergy Corp. increased its commercial paper program limit from $800 million to $1.5 billion. The commercial paper program is supported by Cinergy Corp(s

revolving lines of credit,

(5) In Oecember Z004, Cinergy Canada, Inc. successfully placed a $150 million three-year senior revolving credit focility.
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At December 31, 2004, Cinergy Corp. had approximately $1.3 bi((ion remaimng unused and available capacity relating to its

$2 bilhon revolving credit faci((ties. These revolving credit facihties include the following:

(in millions)

CREDIT FACILITY

Five-year semor revolving

Direct borrowing

Commercial paper support

Total five-year faci(ity(t)

Three-year senior revolving

Direct borrowing

Commercial paper support

Letter of credit support

Total three-year fadlity(2)

EXPIRATION

December 2009

April 2007

ESTABUSHED

LINES

1,000

1,000

OUTSTANDING

ANO

COMMITTED

676

12

688

UNUSED AND

AVAILABLE

1,000

312

Total Credit Facilities $2,000 $688 $1,312

(I) In April 2004, Cinergy Corp. successfully placed a $500 miilion 364-day senior unsecured revolving credit facility. This fan'lity replaced the $600 million 364-day senior unsecured

revolving credit fari(ity that expired in Apn'l 2004. In December 2004, Cinergy Corp. successfully rep(aced the $500 m'rllion 364-day foci(((y with o $2 billion five year fan'lity.

(3) In April 3004, Cinergy Corp, successfuliy placed a $3 billion threeyear senior unsecured revolving credit fan'lity, This feei(ity replaced the $400 million three-year senior unsecured

revo(ving credit facility that was set to expire fn hfay 2004.

In our credit facilities, Cinergy Corp. has covenanted

to maintain:

Bt a consolidated net worth of $2 billion; and

N( a ratio of consolidated indebtedness to consolidated total

capitalization not in excess of 65 percent.

As part of CG8 E's $500 mi((ion sublimit under the $1 bi((ion

five-year credit facility, CG8E has covenanted to maintain:

$$ a consolidated net worth of $1 billion; and

(N a ratio of consolidated indebtedness to consolidated total

capitalization not in excess of 65 percent.

As part of PSI's $500 milhon subhmit under the $1 billion

five-year credit facihty, PSI has covenanted to maintain:

s a consolidated net worth of $900 milbon; and

R( a ratio of consobdated indebtedness to consolidated total

capitahzation not in excess of 65 percent.

A breach of these covenants could result in the terniination

of the credit facihties and the acceleration of the related

indebtedness. In addition to breaches of covenants, certain

other events that could result in the termination of available

credit and acreleration of the related indebtedness include:

w bankruptcy;

B( defaults in the payment of other indebtedness; and

& judgments against the company that are not paid

or insured.

The latter two events, however, are subject to dollar-based

materia((ty thresholds.

As discussed in Note '1(Q)(i) of the Notes to Financial

Statements, long-term debt increased in the third quarter of

2003 resulting from the adoption of Interpretation 46. The

debt which was recorded as a result of this new accounting

pronouncement did not cause Cinergy Corp. to be in breach

of any covenants at the time of adoption. As of December 31,
2004, Cinergy, CG&E, and PSI are in comphance with a(l of their

debt covenants.

Variable Rate Pollution Control Nates

CG8E and PSI have issued certain variab(e rate po((ut(on

controL notes (tax-exempt notes obtained to finance equipment

or land development for po((ution control purposes). Because

the holders of these notes have the right to have their notes

redeemed on a daily, week(y, or monthly basis, they are

reflected in Notes payable and other short-term obbgations

on our Balance Sheets. At December 31, 2004, Cinergy had

$273 mflhon outstanding in variable rate polb(tion controL

notes, classified as short-term debt. Any short-term pollution

rontro( note borrowings outstanding do not reduce the unused

and availabLe short-term debt regulatory authority of our

utility operating companies. See Note 5 of the Notes to

Financial Statements.

Commercial Paper

Cinergy Corp.'s commercial paper program is supported

by Cinergy Corp.'s $2 billion revolving credit fadlities. The

commercia( paper program supports, in part, the short-term

borrowing needs of CG&E and PSI and eliminates their need

for separate commerdal paper programs. In September 2004,

Cinergy Corp. expanded its commercial paper program from

$800 mi(hon to a maximum outstanding principal amount of

$1.5 billion. As of December 31, 2004, Cinergy Corp. had

$676 million in commercial paper outstanding.
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lyjoney Pool

Cinergy Corp. , Services, and our utility operating companies

participate in a money pool arrangement to better manage

cash and working capital requirements. Under this arrangement,

those companies with surplus short-term funds provide short-term

loans to affiliates (other t'han Cinergy Corp. ) participating under

this arrangement. This surplus cash may be from internal or

external sources.

Operating Leases

We have entered into operating lease agreements for various

facilities and properties such as computer, communication and

transportation equipment, and oNce spare. See Note 6(A) of

the Notes to Financial Statements for additional information

regarding operating leases.

Capital Leases

Our utility operating compames are able to enter into

capital leases subject to the authorization Limitations of the

applicable state utility commissions. See Note 6(B) of the Notes

to Financial Statements for additional information regarding

capital leases,

combination of unsecured debt securities, first mortgage bonds,

or preferred stock, all of which remains available for issuance.

ULHBP has an effective shelf registration statement with the

SEC for the issuance of up to $75 million in unsecured debt

securities, $35 million of which remains available for issuance.

ULHBP also has an effective shelf registration statement with

the SE( relating to the issuance of up to $40 million in first

mortgage bonds, of which $20 million remains available

for issuance.

Off-Balance Sheet Arrangements

We use off-balance sheet arrangements from time to time

to facilitate financing of various projects. Off-balance sheet

arrangements are often created for a single specified purpose,

for example, to facilitate securitization, Leasing, hedging,

research and development, reinsurance, or other transactions

or arrangements. The following describes our major off-balance

sheet arrangements excluding the investments we hold in

various unconsolidated subsidiaries which are accounted for

under the equity method. See Note 1(B)(ij) of the Notes

to Financial Statements for additional information on the

accounting for equity method investments.

(in millions) AUTHORIZED USED AVAILABLE

Cinergy Carp.

PUHCA total capitalizationl»I» $5,000 $1,747 $3,253

(I) Cinergy Corp. , under the PUHCA, was granted approval to increase total
caps'talization (excluding mtained earnings and accumulated other comprehensive

income (loss)), which moy be any combination of debt and equity securities,

by 55 billion. Outside this requirement, Cinergy Corp. is not subject ta specific

regulatory debt authorizations.

(2) In February 2005, we jiled an application with the SEC under the PUHCA ta issue

an additional 55 billion in any cambination af debt and equity securities )rom time

to time through December 3I, 200IL At this time, we ore unable to predict

svhether the SEC will approve this request.

Cinergy Corp. has an effective shelf registration statement

with the SEC relating to the issuance of up to $750 miihon

in any combination of common stock, preferred stock, stock

purchase contracts or unsecured debt securities, of which

approximately $323 miLLion remains available for issuance.

CGKE has an effective shelf registration statement with the

SEC relating to the issuance of up to $800 million in any

combination of unsecured debt securities, first mortgage bonds,

or preferred stock, all of which remains availabLe for issuance.

PSI has an effective shelf registration statement with the

SEC relating to the issuance of up to $800 milBon in any

Long-term Debt

We are required to secure authority to issue long-term debt

from the SEC under the PUHCA and the state utility commissions

of Ohio, l&entucky, and Indiana. The SEC under the PUHCA

regulates the issuance of Long-term debt by Cinergy Corp.

The respective state utility commissions regulate the issuance

of long-term debt by our Utility operating companies.

A current summary of our long-term debt authorizations at
December 31, 2004, was as follows:

(i) Guarantees We have entered into various contracts

that are classified as guarantees under Interpretation 45.
For further information, see Note 11(C)(v) of the Notes to

Financial Statements.

(ii) Retained Interest in Assets Transferred to an

Unconsolidated Entity In February 2002, our utility operating

compacdes replaced their existing agreement to sell certain of

their accounts receivable and related collections. Cinergy Corp.

formed Cinergy Receivables to purchase, on a revolving basis,

nearly all of the retail accounts receivable and related collec-

tions of our utility operating companies. Cinergy Corp. does not

consohdate Cinergy Receivables since it meets the requirements

to be accounted for as a qualifying SPE. Our utility operating

companies earh retain an interest in the receivables transferred

to Cinergy Receivables. The transfers of receivables are accounted

for as sales, pursuant to Statement of Financial Accounting

Standards No. 140, Accounting for Transfers and Seryic(ng of
Financial Assets and Extlnguishments of Liabilities (Statement

140). For a more detailed discussion of our sales of accounts

receivable, see Note 3(C) of the Notes to Financial Statements.

(iii) Derivative Instruments that are Classified as Equity In

2001, Cinergy Corp. issued approximately $316 miLlion notional

amounts of combined securities, a component of which was

stock purchase contracts. These contracts obhgated the holder

to purchase common shares of Cinergy Corp. stock by February

2005. Since the stock purchase contracts were detachable and

classified in equity, the change in their fair value was not

recorded in equity or earnings. In January and February 2005,
the stock purchase contracts were settled, resulting in the

issuance of common stock that is recorded on our Balance
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Sheets as Common Stock Equity. For further informatian

see Note 3(B) of the Nates to Financial Statements.

(iv) Variable Interest Entities (VIE) We hold interests

in VIEs, cansohdated and unronsalidated, as defined by

Interpretation 46. For further information, see Note 1(Q)(i)
and Note 3 of the Notes to Financial Statements.

Securities Ratings

As of January 31, 2005, the major credit rating agencies

rated our securities as follows:

FITCN&'& MOODY'S& & S&P& &

Cinergy Corp.

Corporate Credit

Semor Unsecured Debt

Commercial Paper

Preferred Trust Securities

BSB+
BSB+
F-2

BSB+

Baa2

Baa2
P-2

Baa2

BBB+

BBB

A-2

BBB

CGRE

Senior Secured Debt

Senior Unsecured Debt

Junior Unsecured Debt

Preferred Stock

Commercial. Paper

A-

BBB+

BBB

BBB

F-2

A3

Baa1
Baa2

Baa3
P-2

A-

BBB

BBB-

BBB-

Not Rated

PSI

Semor Secured Debt

Senior Unsecured Debt

Junior Unsecured Debt

Preferred Stock

Commercial Paper

A-

BBB+

BBB

SBS
F-2

A3

Baa'L

Baa2

Baa3
P-2

A-

BBB

BBB

BBB-

Not Rated

ULH8 P

Senior Unsecured Debt BBB+ BR&1 BBB

(I) Fitch Ratings (Fitch)

(2) Moody's Investors Service (Moody's)

(3) Standard & Ponds Ratings Services (S&P)

The highest investment grade credit rating for Fitch is AAA, Moody's fs Aaat,

and S&P is AAA.

The lowest investment grade credit rating for Fitch is BBB-, Moody's is Boas,
and S&P is BBB-.

A security rating is not a recommendation to buy, sell,

or hold securities. These securities ratings may be revised or

withdrawn at any time, and each rating should be evaluated

independently of any other rating.

Equity

Under the SEC's June 2000 Order, Cinergy Corp. is permitted

to increase its total capitalization by $5 billion (as previously

discussed). The proceeds from any new issuances will be used

for general corporate purposes.

Cinergy Corp. issued approximately 3.9 million shares in

2004 and approximately 4.6 million shares in 2003 to satisfy

its abligations under its various employee stock plans and

the Cinergy Corp. Direct Stock Purchase and Dividend

Reinvestment Plan.

In January 2003, we filed a shelf registration statement with

the SEC with respect ta the issuance of common stack, preferred

stock, and other securities in an aggregate offering amount of

$750 miLLion. In February 2003, we issued 5.7 million shares of

rommon stock with net proceeds of approximately $175 million

under this registratian statement. The net praceeds from this

transaction were used ta reduce short-term debt af Cinergy

Corp. and for other general corporate purposes. In December

2004, we issued 6.1 milhan shares of common stack with net

proceeds of approximately $247 millian, which were used to

reduce short-term debt
In May and August of 2003, Cinergy Corp. contributed

$200 million in capital to PSI in two separate $100 million

capital contributions to support PSI's current credit ratings.

In January and February 2005, we issued a total of

9.2 milLion shares of common stock pursuant to certain

stock purchase contracts that were issued as a component of

combined securities in December 2001. Net proceeds from the

transaction of approximately $316 million were used to reduce

short-term debt. See Note 3(B) of the Nates to Finanrial

Statements for further disc. ussion af the securities.

Dividend Restrictions

Cinergy Corp.'s ability to pay dividends to halders of its

common stock is principally dependent on the abihty of CGKE

and PSI to pay Cinergy Corp. dividends on their common stock.

Cinergy Corp. , CG8 E, and PSI cannat pay dividends an their

common stock if their respective preferred stock dividends or

preferred trust dividends are in arrears. The amount of common

stock dividends that each company can pay is also limited by

certain capitalization and earnings requirements under CGBE's

and PSI's credit instruments. Currently, these requirements do

not impact the ability of either rompany to pay dividends an

its common stock.

Other

Where subject to rate regulations, our utility operating

companies have the abiUty to timely recover certain cash

outlays through various regulatory mechamsms.

As opportunities arise, we will rontinue to monetize certain

non-core investments, which would include our international

assets and other technology investments.
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Future Expectations/Trends

In the Future Expectations/Trends section, we discuss

developments in the electric and gas industry and other

matters. Each of these discussions wilL address the current

status and potential future impact on our financial position

and results of operations.

ELECTRIC INDUSTRY

Regulatory Outlook and Significant Rate Developments

Currently, regulatory and legislative initiatives shaping the

transition to a competitive retail market are the responsibihties

of the individual states. Many states, including Ohio, have

enacted elertric utility deregulation legislation. In general,

these initiatives have sought to separate the electric utility

selv1re into its basic components (generation, transmission,

and distribution) and offer each component separately for sale.

This separation is referred to as Unbundiing of the integrated

services. Under the customer choice initiative in Ohio, we

continue to transmit and distribute electricity; however, the

customer can purchase electricity from any certified supplier.

The following sections further discuss the current status of

deregulation legislation and other significant regulatory

developments in the states of Ohio, Indiana, and Kentucky,

which encompass our utihty service territories.

Ohio CG8 E is in a market development period for residential

customers and in the competitive retail electric market for

non-residential customers, transitioning to deregulation of

electrir generation and a competitive retaH electric service

market in the state of Ohio. The market development (frozen

rate) period began January 1, 2001, ended December 31, 2004

for non-residentiaL customers and is scheduled to end

December 31, 2005 for residential customers.

CG8 E made multiple rate filings in 2003 with the PUCO

seeking approval of CGS E's methodology for establishing

market-based rates for generation service at the end of the

market development period and to rerover investments made

in the transmission and distribution system. The PUCQ requested

in these proceedings that CGSE propose a RSP to mitigate the

potential. for significant rate increases when the market devel-

opment period comes to an end. In January 2004, CG8E filed

its pmposed RSP. In May 2004, CG8 E entered into a settlement

agreement with many of the parties to these proceedings

requesting that the PUCO approve a modified version of the RSP.

In September 2004, the PUCO issued an order seeking to modify

several key provisions of this settlement and as a result of these

modifications, CGSE filed a petition for rehearing in October

2004. The PUCO approved a modified version of the plan in

November 2004, the major features of which are as follows:

w Provider of Last Resort (POLR) Charge: CGS E will begin

to collect a PQLR charge from non-residential customers

effective January 1, 2005, and from residential customers

effective January 1, 2006. The POLR charge includes

several discrete charges, the most significant being an

annually adjusted component (AAC) intended to provide

cost recovery primarily for environmental compliance

expenditures; an infrastructure maintenance fund charge

(IMF) intended to provide compensation to CG8E for

committing its physical rapacity to meet its POLR obliga-

tion; and a system reliability tracker (SRT) intended to

provide cost rerovery for rapacity purchases, purchased

power, reserve rapacity, and related market costs for

purchases to meet capacity needs. We antiripate the

collection of the AAC and IMF wilL result in an approximate

$36 million increase in revenues in 2005 and an additional

$50 million in 2006. The SRT wilL be biLLed based on

dollar-for-dollar costs incurred. A portion of these charges

are avoidable by certain customers who switch to an

alternative generation supplier. Therefore, these estimates

are subject to change, depending on the level of switching

that occurs in future periods. In 2007 and 2008, CGS E

could seek additional increases in the AAC component

of the POLR based on CG8 E's actual net costs for the

specified expenditures.

Rr Generation Rates and Fuel Recovery: A new rate has

been established for generation service after the market

development period ends. In addition, a fuel cost

recovery mechanism will be estabhshed to recover costs

for fueL emission allowances, and certain purchased

power costs, that exreed the amount originally included

in the rates frozen in the CGSE transition plan. These new

rates will apply to non-residential customers beginning

January 1, 2005 and to residential customers beginning

January 1, 2006.

s Generation Rate Reduction: The existing five percent

generation rate reduction required by statute for residential

customers implemented under CGS E's 2000 plan will end

on December 31, 2005.

w Transmission Cost Recovery: Transmission cost recovery

mechanisms will be established beginning January 1, 2005

for non-residential customers and January 1, 2006 for

residential customers. The transmission cost recovery

mechanisms will permit CG8 E to recover Midwest ISO

charges, all FERC approved transmission costs, and aLl

rongestion costs allocable to retail ratepayers that are

pmvided service by CGS E.

RI Distribution Cost Recovery: CGS E will have the ability to

defer certain capital-related distribution costs from July 1,

2004 through December 31, 2005 with recovery from

non-residential customers to be provided through a rider

beginning January 1, 2006 through December 31, 2010.
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CGKE had also filed an electric distribution base rate rase

for residential and non-residential customers to be effective

January 1, 2005. Under the terms of the RSP described previ-

ously, CGBE withdrew this base rate case and, in February 2005,

CG8 E filed a new distribution base rate case with rates to

become effective January 1, 2006. The requested amount of

the increase is approximately $78 million.

The RSP provides for rate recovery through December 31,
2008. Although it is difficult to predict, it is likely that, any one

of three scenarios could exist after the rate stabilization period

ends in 2008:

w The legislation could be repealed or revised to estabhsh

a return to regulation of electric generation;

@ Deregulation and a competitive retail electric service

market with market-based rates for all customer classes; or

m A hybrid of regulation and deregulation.

Although we cannot predict the regulatory outcome, we

bebeve any of these scenarios could have a material impact on

our financial position and results of operations. However, we

believe that a return to regulation of electric generation would

provide the least voiatihty in ongoing results, although likely

accompanied by less opportunity for growth in earnings.

In December 2004, CGEE filed an apphcation with the PUCO

requesting recovery of future costs of additional generating

facilities in Ohio, for either construction of new eiectrir.

generating facilities or the purchase of existing assets currently

owned by others. CGRE would seel& recovery of these costs over

the Lives of the assets. These investments are needed to meet

ongoing load growth by customers receiving generation service

from CGBE and would enable the company to reliably meet its

obligation as the provider of last resort for customers returning

to CG8 E from alternate suppliers. To maintain flexibility in

providing electric service at the lowest cost, CGBE is also

seeking the authority to purchase existing capacity and power

from other supphers and to earn a return commensurate with

the risl& from these agreements.

Indiana We are not aware of any current plans for electric

deregulation in Indiana.

In May 2004, the IURC issued an order approving PSI's

base retail electric rate case, and PSI implemented base

retail electric rate changes to its tariffs. When combined

with revenue increases attributabLe to PSI's environmental

construction-worl&-in-progress tracking mechanism, the order

results in an approximate $140 milhon increase in annual

revenues. PSI's original request for an approximate $180 million

annual revenue increase was reduced by approximately

$20 million for a lower return on equity, approximately

$15 million of assumed profits included in base rates related

to off-system sales (subject to future adjustment through a

tracking mechanism and a 50/50 sharing agreement), and

approximately $5 miLLion of additional items. The order

authorizes full recovery of all requested regulatory assets and

an overall 7.3 percent return, including a 10.5 percent return

on equity. In addition, the IURC's order provides PSI the

continuation of a purchased power tracker and the establish-

ment of new trackers for future NOx emission allowance costs

and certain costs related to the Midwest ISO.

Cinergy is studying the feasibility of constructing a

commercial integrated coal gasification combined cycle (IGCC)

generating station to help meet increased demand over the next

decade. PSI would own all or part of the facility and operate

it. Cinergy wiLL partner with Bechtel Corporation and General

Electric Company to complete this study. An IGCC plant turns

coal to gas, removing most of the SOE and other emissions

before the gas is used to fuel a combustion turbine generator.

The technology uses Less water and has fewer emissions than a

conventionaL coal-fired plant with currently required pollution

control equipment. Another benefit is the potential to remove

mercury and COE upstream of the combustion process at a lower

cost than conventional plants. If a decision is reached to move

forward with constructing such a plant, PSI would seek approval

from the IURC to begin construction. If approved, we would

anticipate the IURC's subsequent approval to include the assets

in PSI's rate base.

In November 2004, PSI filed a compliance plan rase with

the IURC seeking approval of PSI's plan for complying with

pending SOE, NOx, and mercury emission reduction requirements,

including approvaL of cost recovery and an overall rate of return

of eight percent related to certain projects. PSI requested

approval to recover the financing, depreciation, and operating

and maintenance costs, among others, related to approximately

$1.08 billion in rapital projects designed to reduce emissions of

SOz, NOx, and mercury at PSI's coal burning generating stations.

An evidentiary hearing is scheduled for April 2005 and a final

IURC Order is expected in the third quarter of 2005.

Kentucky We are not aware of any current plans for electric

deregulation in Kentucky.

The Kentucky Public Service Commission (KPSC) has

conditionagy approved ULH8P's planned acquisition of CG8E's

68.9 percent ownership interest in the East Bend Generating

Station, located in Boone County, Kentucky, the Woodsdale

Generating Station, located in Butler County, Ohio, and one

generating unit at the four-unit Miami Fort Station Located

in Hamilton County, Ohio. ULH8P is currently seeking approval

of the transaction from the SEC, wherein the Ohio Consumers

Counsel has intervened in opposition, and the FERC. The transfer,

which wiLL be paid for at net book value, will not affect current

electric; rates for ULHSP's customers, as power will be provided

under the same terms as under the current wholesale power

contract with CG8 E through December 31, 2006. Assuming

receipt of regulatory approvals, we would anticipate the transfer

to tal&e place in the second quarter of 2005. Once approved,

ULH8 P would be required to file a rate case with the KPSC to

include these assets in rate base with rate increases to be

effective January 1, 2007. Costs of fuel and emission allowances

would be recovered through a fuel adjustment clause currently

in existence in Kentucky, beginning January 1, 2007 when the
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assets are in rate base. Because the l&PSC has already

conditionally approved the transfer, we expect the regulatory

process to result in a reasonable rate base valuation for these

assets; hawever, at this time we cannot predict whether we wiB

receive approval of the transaction from the FERC and SEC.

FERC and Midwest ISO

Midwest ISO Energy Markets The Midwest ISO is a reginnal

transmission orgamzation estabhshed in 1998 as a non-prafit

organization which maintains functional cnntrol over the

combined transmission systems of its members, including

Cinergy. In March 2004, the Midwest ISO filed with the FERC

proposed changes to its existing transmission tariff to add

terms and conditians to implement a centralized economic

dispatch platform supparted by a Dav-Ahead and Real-Time

Energy Market design, including Locational Marginal Pricing

and Financial Transmission Rights (Energy Markets Tariff). The

Midwest ISO is now in the final stages of market trials and

testing of its Energy Markets Tariff. The FERC has issued orders

that, among other things, conditionally approve the start-up

of the Energy Markets Tariff. The projected implementation date

is April 1, 2005. Requests for rehearing are pending befare

FERC, and FERC's orders have also been appealed to a federal

appeals caurt.

Specifically, the Energy Markets Tariff proposes to manage

system rebabiUty thraugh the use of a market-based congestion

management system. The proposal includes a centrahzed

dispatch platform, the intent of which is to dispatch the most

ecnnomic resources to meet Load requirements rehably and

efficiently in the Midwest ISO region, which covers a large

partion nf 15 midwestern states and one Canadian province.

The Energy Markets Tariff uses LMP (i.e., the energy price for

the next megawatts (MW) may vary throughaut the Midwest ISO

market based on transmission congestion and energy losses),

and the allacation or auction of Financial Transmission Rights,

which are instruments that hedge against congestion costs

occurring in the Day-Ahead market. The Energy Markets Tariff

also incbIdes market monitoring and mitigation measures as

well as a resource adequacy proposal, that proposes bath an

interim solution for participants providing and having access tn

adequate generatian resources as well as a proposaL to develop

a long-term solution to resource adequacy concerns. The

Midwest ISO wRl perform a day-ahead umt commitment and

dispatch forecast for all resaurces in its market. The thdwest

ISO will also perform the reaL time resource dispatch for

resources under its control on a five minute basis. Our utility

operating compardes will seek ta recover costs that they

incur related to the Energy Markets Tariff. This is a significant

undertaking by the Midwest ISO and its stakehnlders and

testing is not yet complete. At this time, we cannat predict the

outcome of these matters and whether they will have a material

effect an our financial pasitian or results of operations.

Blackout Report In April 2004, the Urdted States-Canada

Power System Outage Task Farce issued its Final Report on the

August 14, 2003 Blackout in the United States and Canada.

The report reviewed the causes nf the Blackout and made 46

recommendations intended to minimize the bkebhoad and scope

of similar events in the future. One of the recommendations is

to make reliability standards mandatory and enforceable with

penalties for noncompliance. In the past, compliance with North

American Electric Reliability Council's rehabibty standards and

guidehnes has largely been voluntary. At this time, we do not

believe the recommendations of the Final Report, if impLemented,

will have a material. impact on our financial position or results

of operations.

FERC's Market Screen Orders In April. 2004, the FERC issued

an order estabbshing a new, interim set af market power screens

for use in evaluating sales of wholesale power at market;based

rates. In 3uly 2004, the FERC issued an order generally affirming

that order. In April 2004, the FERC also commenced a rulemal&-

ing to evaluate whether its overall test for market-based rates

shouLd be continued, and to determine a permanent market

pawer test to replace the interim test. That rulemaking process

remains pending. Under FERCS interim generation market power

analysis, as a member of the Midwest ISO, we couLd consider the

Midwest ISO geographic market for purposes of FERC's market

power analysis once the Midwest ISO has a sufficient market

structure and a single energy market. We do not beheve we

have market power in generation. However, if we are unable to

establish that we do not have the abibty to exercise market

power in generation, it could result in the loss of market-based

rate authority in certain regions of the whalesale market and,

assuming such loss af market-based rate authority, would

require us to charge certain wholesale customers cost-based

rates for wholesale sales of electricity. In February 2005, FERC

issued final rules that may affect haw and when circumstances

have changed to an extent that requires FERC review of previously

granted authorization to sell at existing market-based rates.

At this time, we cannot predict the outcome of these matters

and whether they wilL have a material. effect on our finanual

position or results of operations.

Global Climate Change

Presently, greenhause gas (GHG) emissions, which principaLLy

cansist of C02, are not regulated, and while several legislative

proposals have been introduced in Congress to reduce utibty

GHG emissinns, none have been passed. Nevertheless, we

anticipate a mandatory program to reduce GHG emissions wRL

exist in the future. We expect that any regulation of GHGs

wiLL impose costs on us. Depending on the details, any GHG

regulation could mean:

EE Increased capital expenditures associated with investments

to improve plant efficiency ar install C02 emission reduc-

tion technalogy (to the extent that such technolagy

exists) or construction of alternatives to caal generation;

N Increased operating and maintenance expense;
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Eii Our older, more expensive generating stations may operate

fewer hours each year because the addition of C02 costs

cauld cause aur generation to be less economic; and

EE Increased expenses assaciated with the purchase of C02

emissian allowances, should such an emission allowances

market be created.

We wouLd plan to seek recovery of the costs associated

with a GHG pragram in rate regulated states where cost recovery

is permitted.

In September 2003, we announced a voluntary GHG

management commitment to reduce our GHG emissions during

the period fram 2010 through 2012 by Five percent below our

2000 leveL, maintairdng those levels through 2012. This was

aLso published in our December 2004 Air Issues Report to

StakehoLders. We expect to spend $21 million between 2004

and 2010 on projects to reduce or offset our GHG emissions. We

are committed to supporting the President's voluntary initiative,

addressing shareholder interest in the issue, and building

internal expertise in GHG management and GHG markets. Our

voluntary commitment includes the fallowing:

EE measuring and inventorying company related sources

of GHG emissions;

EE identifying and pursuing cost-effective GHG emission

reduction and offsetting activities;

Ni funding research of mare efficient and alternative electric

generating technologies;

EE funding research to better understand the causes and

consequences of climate change;

ER enr. ouraging a global discussion of the issues and how

best to manage them; and

N participating in discussians to help shape the

pohcy debate.

We are also studying the feasibility of constructing a

commercial IGCC generating station. The IGCC plant would be

expected to run more effiriently than traditionally constructed

coal-fired generation and wauld thus contribute fewer C02 tons

per megawatt of electricity produced. See the previous section

Indiana for more details on the plans to construct the

IGCC facihty.

GAS INDUSTRY

Significant Rate Developments

ULH8P Gas Rate Case In the secand quarter of 2001,

ULH8P filed a retail gas rate case with the KPSC requesting,

among other things, recovery af costs assaciated with an

accelerated gas main replacement program of up to $112 milbon

aver ten years. The costs would be recovered through a tracking

mechanism for an initial three year period, with the passibibty

of renewal up to ten years. The traciang mechamsm allows

UL, H8P to recover depreciation costs and rate of return annually

over the Ufe af the deferred assets. Through Oecember 31, 2004,

UI.HBP has recovered approximately $5.1 milLion under this

tracking mechanism. The Kentucky Attorney General has

appealed ta the Franklin Circuit Court the KPSC's approval af

the tracking mechanism and the new tracking mechardsm rates.

At the present time, ULH8P cannot predict the timing or

outcome of this htigation.

In February 2005, ULH8P filed a gas base rate case with the

KPSC. ULH8 P is requesting approval to continue the tracking

mechanism in addition to its request for a $14 million increase

in base rates, which is a seven percent increase in current retail

gas rates.

Gas Prices

While natural gas prices remained relatively high during

the first, three quarters of 2004, same moderation in prices was

seen in the latter half of the fourth quarter. Price movement is

usually driven by the effects of weather conditions, availabihty

of supply, and changes in demand and storage inventories.

Currently, neither CG8E nor ULH8 P profit from changes in the

cost of natural gas since natural gas purchase casts are passed

directly to the customer dollar-for-dollar under the gas cost

recovery mechanism that is mandated under state law.

ULHBP utilizes a price mitigation program designed to

mitigate the effects af gas price volatility on customers, which

the KPSC has approved thraugh March 31, 2005. The program

allows the pre-arranging of between 20-75 percent of winter

heating season base load gas requirements and up to 50 percent

of summer season base load gas requirements. CG8 E similarly

mitigates its gas procurement costs, however, CG8E's gas price

mitigation program has not been pre-approved by the PUCO but

rather it is subject to PUCO review as part of the normal gas

cost recovery process.

CG8 E and ULH8P use primarily long-term fixed prire

contracts and contracts with a ceihng and floor on the price.

These contracts employ the normal purchases and sales srope

exception, and do nat involve hedges under Statement 133.

INFLATION

We beheve that the recent inflation rates da not materially

impact our financial condition. However, under existing regula-

tory practice for all of PSI, lJLH8 P, and the nan-generating

portion of CG8E, only the histarical cost of plant is recoverable

from customers. As a result, cash flows designed ta pravide

recavery of historical plant costs may nat be adequate to

replace plant in future years.

OTHER MATTERS

Synthetic Fuel Production

In 3uly 2002, Cinergy Capital 8 Trading, Inc, (Capital 8
Trading) acquired a coal-based synthetic fuel production facility.

The synthetic fuel produced at this fa&dlity qualifies for tax

credits (through 2007) in accordance with Internal Revenue
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Code {IRC) Section 29 if certain requirements are satisfied. The

three key requirements are that {a) the synthetic fuel differs

significantly in chemical composition from the coal used to

produce such synthetic fuel, (b) the fuel produced is sold to an

unrelated entity and (c) the fuel was produced from a facility

that was placed in servire before 3uly 1, 1998. In addition to

the existing plant, we have recently exercised an option to buy

an additional synthetic fuel plant.

During the third quarter of 2004, several unrelated entities

annaunred that the Internal Revenue Service (IRS) had or

threatened to chaKenge the placed in service dates of some

af the entities' synthetir. fuel plants. A successful IRS chaKenge

could result in disallowance of aK credits previausly rlaimed for

fuel produced by the subject plants. Our sale of synthetic fuel

has generated appraximately $219 million in tax credits thraugh

flerember 31, 2004, of which approximately $96 milLion were

generated in 2004.

The IRS has nat yet audited us for any tax year in which

we have claimed Sectian 29 rredits related to synthetic fuel.

However, it is reasonable to anticipate that the IRS will evaluate

the placed in service date and other key requirements far

claiming the credit. We anticipate this audit to begin in the

spring of 2005.

We received a private letter rubng from the IRS in connection

with the acquisition af the facility that specifically adclressed

the significant chemical change requirement. Additionally,

although not addressed in the letter ruling, we believe that our

facility's in service date meets the Section 29 requirements.

IRC Section 29 also provides for a phase-out of the credit

based on the price of crude oil. The phase-out is based on a

prescribed calculation and definition of crude oiL prices. We

do not expect any impact an aur abibty to utilize Section 29

credits in 2004. Future increases in crude oil prices above the

price stipulated by the IRS could negatively impact our ability

to utilize credits in subsequent years.

Workforce Issues

Between 2005 and 2013, 44 percent of our worl&force wKl be

eligible far retirement. The toss of these employees could have

a negative impact on our overall operations. We are preparing

for this loss by (a) understanding our current employee profile

(demographics), (b) identifying critical positions (considered

core to our business and that have hcensing or lengthy appren-

ticeship requirements associated with them), and {c) preparing

an action plan. The action plan involves long-term staffing

plans including such things as detailed recruitment plans, t' he

utiLization of co-ops and interns, identification of l&ey employees,

and strang successian planmng. We wiK also use senior and

phased retirement pragrams that allow new employees to train

and consult with experienced highly-skiKed employees past-

and pre-retirement. In addition, we are exploring ways of

accelerating and enhanong our training programs through

coKabaration with area educatianal. institutians and other

third-party providers.

Market Risk Sensitive Instruments

ENERGY COMMODITIES SENSITIVITY

The transactions associated with Commercial. 's energy

marketing and trading activities and substantial investment

in generation assets give rise to various risks, inrluding price

risl&. Price risl& represents the potential risk of Lass from adverse

changes in the market price of electricity or other energy

commodities. As Cammercial continues to develop its energy

marketing and trading business, its exposure to movements

in the price of electricity and other energy commodities may

become greater. As a result, we may be subject to increased

future earnings volatibty.

Commercial's energy marketing and trading activities

principally cansist of Marketing & Trading's natural gas

marketing and trading operations and CG&E's power marketing

and trading operations,

Our damestic operations market and trade over-the-counter

(an infarmal market where the buyingiseiling of commodities

occurs) cantracts for the purchase and sale of electricity

(primarily in the midwest region of the Umted States), natural

gas, and other energy-related products, including coaL and

emission allowances. Our natural gas domestic aperations

provide services that manage storage, transportation, gathering

and processing activities. In addition, our domestk operations

also market and trade natural, gas and other energy-related

products on the New Yorl& Mercantile Exchange (NYMEX).

Marketing & Trading's natural gas marketing and trading

operations also extend to Canada where natural gas marketing

and management services are provided to producers and

industrial customers. Our Canadian operations also market

and trade over-the-counter cantracts.

Many of these energy commodity cantracts commit us

to purchase ar sell electricity, natural gas, and other energy-

related products at fixed prices in the future. The majority

af the contracts in the natural gas and other energy-related

product portfolios are financially settled contracts (i.e., there

is no physical. deUvery related with these items). In addition,

Commercial also markets and trades over-the-counter option

contracts. The use of these types of commodity instruments is

designed ta allow Cammercial to:

m manage and econamiraKy hedge contractual cammitments;

RI reduce exposure relative to the volatility of cash

market prices;

N take advantage of selected arbitrage oppartunities; and

Rs originate customized transartions with municipalities and

end-use customers.

Commercial structures and modifies its net position to

capture the following:

N expected changes in future demand;

EE seasonal market, pricing characteristics;

RF overall market sentiment; and

CINERGT CORP. 20OA ANNUAL REPORT 53



REVIEW OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

RI price relationships between different time periods and

trading regions.

At times, a net open position is created or is allowed to

continue when Commercial beheves future changes in prices and

market conditions may possibly result in profitable positions.

Position imbalances can also ocrur due to the basic lark of

liquidity in the wholesale power market. The existence of net

open positions can potentially result in an adverse impact on

our financial condition or results of operations. This potential

adverse impact could be reahzed if the market price of electric

power does not react in the manner or direction expected. Our

Risk Management Control Policy contains hmits associated with

the overall size of net open positions for each trading operation.

Trading Portfolio Risks

Commercial measures the market risl& inherent in the trading

portfolio employing value at risk (VaR) analysis and other

methodologies, which utilize forward price curves in electric

power and natural gas markets to quantify estimates of the

magnitude and probabihty of future value changes related

to open contract positions. VaR is a statistical measure used

to quantify the potential change in fair value of the trading

portfolio over a particular period of time, with a specified

lil&e(ihood of occurrence, due to market movement. Commercial,

through some of our non-regulated subsidiaries, markets physical

natural gas and electricity and trades derivative commodity

instruments which are usually settled in cash including:

forwards, futures, swaps, and options.

Any proprietary trading transaction, whether settled

physically or financially, is incblded in the VaR cakulation.

Our VaR is reported based on a 95 percent confidence

interval, utilizing a one-day holding period. This means that

on a given day (one-day holding period) there is a 95 percent

chance (confidence level) that our trading portfolio will not

lose more than the stated amount. Prior to March 31, 2004, our

VaR model used the Parametric variance-covariance statistical

modehng technique and historical volatilities and correlations

over the past 21-trading day period. Beginning with April 1,
2004, we &alculate VaR using a Monte Carlo simulation method-

ology using implied forward-looking volatilities and historical

correlations. Comparisons indicated that the differences in VaR

between the Monte Carlo and Parametric calculations were not

material and were within expectations. The primary reason for

changing to a Monte Carlo approach is that it offers a more

scalable method for handling more complex derivative positions

and provides a consistent platform for quantifying both market

and credit risk.

The VaR for our trading portfolio is presented in the

table below:

(in millions)

VaR ASSOGATED WITH ENERGY TRADING CONTRACTS

2004

PERCENTAGE OF

OPERATING

TRADING VaR INCOME

2003

PERCENTAGE OF

OPERATING

TRADING VaR INCOME

95% confidence leveb one-day holding period, one-tailed December 31.

Average for the twelve months ended December 31
High for the twelve months ended December 31
Low for the twelve months ended December 31

$1.9 0 3%
2.4 0.3
5.8 0.8
0.7 0.1

$0.6 0.1%
1.3 0.2
3.8 0.5
0.4 0.1

Changes in Fair Value

The changes in fair value of the energy risk management assets and habilities for the years ended December 31, 2004 and 2003

are presented in the table below.

CHANGE IN FAIR VALUE

(in millions) 2004 2003

Fair value of contracts outstanding at the beginning of period

Changes in fair value attributable to changes in valuation techniques and assumptions(1)

Other changes in fair value(2)

Option premiums paid/(received)

Accounting Changes(3)

Conso(idation of previously unconsolidated entities

Cumulative effect of changes in accounting principles

Contracts settled

Fair value of contracts outstanding at end of period

$ 41 $ 75

(5)
185 127

(3)

7

(2o)
(144) (146)

$ 82 $ 41

(1) Represents chonges in fair value recognized ln income, caused by changes in assumptions used in calculating fair value or changes in modeling techniques.

(2) Represents changes in fair value recognized in income, pn'man'ly attributab(e to fluctuations in price. This amount includes both realized and unrealized goins an energy

trading cantracts.

(3) See Note 1(Q)(i) and Note 1(Q)(iv) af the Notes to Financial Statements for further information.
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The following are the balances at December 31, 2004 and 2003 of our energy risl& management assets and liabilities:

(in milbons) 2004 2003

Energy risk management assets —current

Energy risk management assets —non-current

Energy risk management habiiities —current

Energy risk management liabihties —non-current

$381 $305
139 97

(311) (296)
(127) (65)

$ 82 $ 41

The following table presents the expected maturity of the energy risk management assets and Liabi({ties as of December 31, 2004:

(in mi(lions)

SOURCE OF FAIR VALUE(')

Prices actively quoted

Prices based on models and other valuation methods(N

Total

FAIR VALUE OF CONTRACTS AT DECEMBER 31, 2004

MATURING

2005 2000-2007 2008-2009 TNEREAFfER FAIR VALUE

$74 $18 $- $ — $92
(4) (5) 2 (3) (10)

$70 $13 $2 $(3) $82
(I) Wh((e liquidity varies by trading regions, active quotes are generally available for bvo years for standard electricity transact(ons and three years for standard gos transactions.

Non-standmd transactions are c(assi@ed based on the errtent, if any, af mode(ing used rn determini ng fair va(ue. (ong-term transactions can hove portrons in both categories

depending on the length.

(2) A substontial portion of these amounts include option values.

Generation Portfolio Risks

We optimize the value of our non-regulated portfo(io.

The portfoho includes generation assets (power and capacity),

fuel, and emission allowances and we manage al!. of these

components as a portfoho. We use models that forecast future

generation output, fuel requirements, and emission allowance

requirements based on forward power, fuel and emission

allowance markets. The component pieces of the portfolio are

bought and sold based on this model in order to manage the

economic value of the portfolio. With the issuance of Statement

of Financial Accounting Standards No. 149, Amendment of
Statement 133 on ()erivative Instruments and Hedging Activities

(Statement 149), most forward power transactions from manage-

ment of the portfolio are accounted for at fair value. The other

component pieces of the portfolio are typically not subject to

Statement 149 and are ac&.ounted for using the accruaL method,

where changes in fair value are not recognized. As a result, we

are subject to earnings volatility via mark-to-market gains or

losses from changes in the value of the contracts accounted

for using fair value. A hypothetical $1.00 per iv{Wh increase or

decrease consistently applied to all forward power prices would

have resulted in an increase or decrease in fair value of these

contracts of approximately $3 million as of December 31, 2004.

Cinergy is exposed to risk from changes in the market prices

of fuel (primarily coal) and emission allowances to the extent

the risk is not mitigated by regulatory recovery mechanisms

in Ohio and Indiana. To the extent we must purchase fuel or

emission allowances in a rising price environment, increased

c;ost of electricity production could resuLt, without a correspon-

ding increase in revenue. We manage this risk through the use

of iong-term fixed price fuel contracts and acquisitions of

emission aiLowances. These risks at CG8E are partially mitigated

in 2005 and significantly mitigated from 2006 through 2008

by a retail fuel cost recovery mechanism established in Ohio

as part of the RSP for non-residential customers beginning

3anuary 1, 2005 and for residential customers beginning

January 1, 2006. This mechanism will recover costs for fueL and

emission allowances that exceed the amount originally included

in the rates frozen in the CG8 E transition plan through

December 31, 2008. PSI continues to be protected against

market price changes of fuel and emission allowances costs

incurred for its retail customers by the use of cost tracking

and recovery mechanisms in the state of Indiana.

CONCENTRATIONS OF CREDIT RISK

Credit risk is the exposure to economic loss that would occur as

a result of nonperformance by counterparties, pursuant to the

terms of their contractual obligations. Specific components of

credit risk inc!ude rounterparty default risk, collateral risk,

concentration risk, and settlement risk.

Trade Receivables and Physical Power Portfolio

Our roncentration of credit risk with respect to trade

accounts receivable from electric and gas retail customers

is Limited. The large number of customers and diversified

customer base of residentiaL, commercial, and industrial

customers sigmficantly reduces our credit risl&. Contracts

within the physical portfo(io of power marketing and trading

operations are primarily with traditional electric cooperatives

and mumcipalities and other investor-owned utihties. At

December 31, 2004, we believe the hl&ebhood of sigmficant

losses associated with rredit risk in our trade accounts

receivable or physical power portfolio is remote,
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Energy Trading Credit Risk

Our extension of credit for energy marketing and trading is

gaverned by a Corporate Credit Policy. Written guidelines approved

by our Risl& Policy Committee dacument the management

approval Levels for credit Limits, evaluatian of creditworthiness,

and credit risk mitigation procedures. We analyze net credit

exposure and establish credit reserves based on the counterparties'

credit rating, payment history, and length of the outstanding

abligation. Exposures to credit risks are monitored daily by

the Corporate Credit Risk function, which is independent of all

trading operations. Energy commodity prices can be extremely

volatile and the market can, at times, lack liquidity. Because

of these issues, credit risk for energy commodities is generally

greater than with other commodity trading.

The fallowing tables provide information regarding our

exposure on energy trading contracts as well as the expected

maturities of thase expasures as of December 31, 2004. The

tables include accaunts receivable and energy risk management

assets, which are net of accounts payable and energy risl&

management liabilities with the same counterparties when

we have the right of offset. The credit collateral shown in

the fallowing tables includes cash and letters of credit.

(in millions)

RATING

Investment Grade(t)

Internally Rated-Investment Grade(2)

Non-Investment Grade

Internagy Rated-Non-Investment Grade

TOTAL

EXPOSURE

BEFORE CREDIT

COLLATERAL

$737
68

135
51

CREDIT

COLLATERAL

$75
1

90
37

NET

EXPOSURE

$662
67
45
14

PERCENT OF

TOTAL

NET EXPOSURE

84%
9

5

2

NUMBER OF

COUNTERPARTIES

GREATER THAN

100/0 OF TOTAL

NET EXPOSURE

NET EXPOSURE OF

COUNTERPARTIES

GREATER THAN

10% OF TOTAL

NET EXPOSURE(N

Total $991 $203 $788 100% $-

MATURITY OF CREDIT RISK EXPOSURE

RATING

Investment Grade(')

Internally Rated-Investment Grade(2)

Non-Investment Grade

Internally Rated-Non-Investment Grade

2005

$636
61

133
50

2006-2007

$74

7

2

1

2006-2009

$16

EXPOSURE

GREATER TNAN

5 YEARS

$11

TOTAL EXPOSURE

BEFORE CREDIT

COLLATERAL

$737
68

135
51

Total $880 $84 $16 $11 $991

(I) Includes counterparties roted Investment Grade or the counterparties' obligations are guaranteed or secured by on Investment Grade entity.

(2) Counterparties include a van'ety of enuties, including investor-owned utilities, pn'vately held companies, cities and muniripolities. We assign interne( credit ratings to all counterparties

within our credit n'sk portfolio, applying fundamental onalytical too(s. Included in this analysis is a review of (but not limited ta) counterparty finonria! stotements with considerotion

given to off-balance sheet obligotions and assets, specific business environment, access to capitol, and indicators from debt and equity capitol markets.

(3) Exposures, positive or negative, with counterpartres that ore related to one onother are not oggregated when no n'ght of offset exists and as a result, credit is extended and evaluated

an a seporate basis.

Financial Derivatives

Potential exposure to credit risk aLso exists from aur use of

financiaL derivatives such as interest rate swaps and treasury

locks. Because these financial instruments are transacted with

highly rated financial institutions, we do not anticipate

nonperformance by any of the counterparties.

RISK MANAGEMENT

We manage, on a portfolio basis, the market risks in our

energy marketing and trading transactions subject ta parameters

established by our Risl& Policy Cammittee. Our market and credit

risks are monitored by the Global Risk Management function to

ensure compliance with stated risk management pobcies and

procedures. The Global Risk Management function aperates

independently from the business units, which originate

and actively manage the market risk exposures. Policdes

and procedures are periodically reviewed to assess their

responsiveness to changing market and business conditions.

Credit risl& mitigation practices include requiring parent

campany guarantees, various forms of collateral, and the

use of mutual netting/closeout agreements.

EXCHANGE RATE SENSITIVITY

We have exposure to fluctuations in exchange rates between

the Umted States dollar and the currencies of foreign countries

where we have investments. When it is appropriate we will

hedge our expasure to cash flow transactions, such as a dividend

payment by one of our foreign subsidiaries.
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INTEREST RATE SENSITIVITY

Our net exposure to changes in interest rates primarily consists

of short-term debt instruments (including net money pool

borrowings) and variable-rate pollution control debt. The

following table reflects the different instruments used and the

method of benchmarl&ing interest rates, as of December 31, 2004:

The weighted-average interest rates on the previously

discussed instruments at December 31, were as follows:

Short-term Bank Loans/Commercial Paper

Money Pool

Pollution Lontrol Debt

2004

2.5%

2 3%

(in millions)

Short-term Banl& Loans/Commercial Paper/

Money Pool
~ Short-term Money Market
~ Commercial Paper Composite Rate(1)
a UBOR(1)

INTEREST BENCHMARK

2004

$686

At December 31, 2004, forward yield curves project an

increase in applicable short-term interest rates over the next

five years.

Pollution Control Debt
~ Daily Market
~ Weekly Market
~ Auction Rate

741

(1) 30-day Federal Reserve "AA" Industrial Cammercial Paper Composite Rate

(2) Landon Inter-Bank Offered Rate

The following table presents principal cash repayments, by maturity date and other selected information, our long-term debt, other

debt, and capital lease obligations as of December 31, 2004:

(in millions)

EXPECTED MATURITY DATE

LIABILITIES 2005 2006 2007 2000 2009
THERE-

AFTER TOTAL

FAIR

VAL(lE

Long-term Debt(')

Weighted-average interest rate(1)

$200(4)(s)

6.8%
$326

6 6%
$366

7.6%
$513

6 4%
$243 $2, 223 $3,871 $4,074

7.4% 7.1% 7.0%

Other(3)

Weighted-average interest rate(2)

$20
7.9%

$ 29 $360 $ 38 $ 27 $ 153 $ 627 $ 687

6.8% 6.9% 6.9% 6.7% 6.9% 6.9%

Capital Leases

Fixed-rate leases

Interest rate(')
$ 7 $ 7 $ 7 $ 10 $ 10 $ 24 $ 65 $ 65

5 4% 5 3% 5 3% 5.2% 5.1% 4.9% 5 5%

(1) Lang-term Debt inc(udes amaunts reflected as Lang'term debt due within one year.

(2) The weighted-average interest rote is calculated as follows: (I) for Long-term Debt and Other, the weighted-average interest rate is based on the interest rates ot December 31, 2004

of the debt that is maturing in the year reported and includes the effects of an irrterest rate swap that fixes the interest payments differently from the stated rate; and (2) for Capital

Leoses, the weighted-average interest rate is based on the averoge interest rate of the lease payments made during the year repartee'.

(3) Promissory notes and long-temr notes payable related to investments under Cinergy 6lobal Resources, Inc, Investments and debt related to CC Funding Trust. See Note 3(B) of the

Notes to Financial Statements far a discussion of the debt ossociated with the CC Funding Trust.

(4) Includes PSI's 6.50% Debentures due August 1, 2026, reflected as matun'ng in 2005, as the interest rate is due ta reset on August I, 2005, If the interest rate is not reset, the

bonds are subject to mandatory redemph'an by PSI.

(5) CUE's 6.90% Debentures due June I, 2025, ore putable to CGBE at the aption af the holders on June 1, ZDDS ((owever, based on current markel conditions, we believe it'is unlikely

that the debentures wil( be put ta CGBE on this date.
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Our current policy in managing exposure to fluctuations in

interest rates is to maintain approximately 30 percent of the

total amount of outstanding debt in variable interest rate

debt instruments. In maintaining this level of exposure, we

use interest rate swaps. Under the swaps, we agree with other

parties to exchange, at specified intervals, the difference

between fixed-rate and variable-rate interest amounts calculated

on an agreed upon notionaL amount. In the future, we wiLL

continually monitor market conditions to evaluate whether to

modify our level of exposure to fluctuations in interest rates.

CGS,E has an outstanding interest rate swap agreement that

decreased the percentage of variable-rate debt. See Note 7(A) of

the Notes to Financial Statements for additional information on

financial derivatives.

Accounting Matters

CRITICAL ACCOUNTING ESTIMATES

Preparation of financial statements and related disclosures

in compliance with GAAP requires the use of assumptions and

estimates regarding future events, including the hkelihood of

success of particuLar investments or initiatives, estimates of

future prices or rates, legal and regulatory challenges, and

anticipated recovery of costs. Therefore, the possibility exists

for materially different reported amounts under different

conditions or assumptions. We consider an accounting estimate

to be critiral if: 1) the accounting estimate requires us to mal&e

assumptions about matters that were reasonably uncertain at

the time the accounting estimate was made, and 2) rhanges

in the estimate are reasonably likely to occur from period

to period.

These critical accounting estimates should be read in

conjunction with the Notes to Financial Statements. We have

other accounting poLicies that we consider to be sigrdfican;

however, these policies do not meet the definition of critical

accounting estimates, because they generally do not require us

to make estimates or judgments that are particularly difficult

or subjective.

We measure these risks by using complex analytical tools,

both external and proprietary. These models are dynamic and

are continuously updated with the most recent data to improve

assessments of potential future outcomes. We measure risks

for contracts that do not contain fixed notional amounts by

obtaining historical data and projecting expected consumption.

These models incorporate expectations surrounding the impacts

that weather may pLay in future consumption. The results of

these measures assist us in managing such risks within our

portfolio. We also have a Global Risk Management function

that is independent of the marketing and trading function and

is under the oversight of a Risk Policy Committee comprised

primarily of senior company executives. This group provides

an independent evaluation of both forward price curves and

the valuation of energy contracts. See Trading Portfolio Risks

for additional information.

There is inherent risk in valuation modeling given the

complexity and volatibty of energy markets. Fair value

accounting has risk, including its apphcation to short-term

contracts, as gains and losses recorded through its use are

not yet realized. Therefore, it is possible that results in future

periods may be materiaLLy different as contracts are ultimately

settled. We monitor potential losses using VaR analysis. As

previously discussed, our one-day VaR at December 31, 2004,

assuming a 95 percent confidence level, was approximately

$1.9 million, which means there is a 95 percent statistical

chance (based on market impbed volatilities) that any adverse

moves in the value of our portfolio wiLL be less than the

reported amount. In addition, our five-day VaR at December 31,
2004, assuming the same 95 percent confidence level, was

approximately $3.9 milhon.

For financial reporting purposes, assets and habilities

associated with energy trading transactions accounted for using

fair value are reflected on the Balance Sheets as Energy risk

management assets current and non-current and Energy risk

management liabilities current and non-current, classified as

current or non-current pursuant to each contract's length. Net

gains and Losses resulting from revabIation of contracts during

the period are recogmzed currently in the Statements of Income.

Fair Value Accounting for Energy Marketing and Trading

We use fair value accounting for energy trading contracts,

which is required, with certain exceptions, by Statement 133.
Short-term contracts used in our trading activities are generally

priced using exchange based or over-the-counter price quotes.

Long-term contracts typicaLLy must be vaLued using less actively

quoted prices or valuation models. Use of model pricing requires

estimating surrounding factors such as volatility and price

curves beyond what is actively quoted in the market. In addition,

some contracts do not have fixed notional amounts and therefore

must be valued using estimates of volumes to be consumed by the

counterparty. See Changes in Fair Value for additional information.

Regulatory Arcounting

Our utihty operating companies are regulated utility

companies. Except with respect to the electric generation-

related assets and Liabilities of CG8 E, the companies apply

the provisions of Statement of Financial Accounting Standards

No. 71, Accounting for the Effects of Certain Types of Regulation

(Statement 71). In accordance with Statement 71, regulatory

actions may result in accounting treatment different from that

of non-rate regulated companies. The deferral of costs (as

regulatory assets) or amounts provided in current rates to cover

costs to be incurred in the future (as regulatory liabibties) may

be appropriate when the future recovery or refunding of such

costs is probable. In assessing probabibty, we consider such

factors as regulatory precedent and the current regulatory

environment. To the extent recovery of costs is no longer
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deemed probable, related regulatory assets would be required

to be recognized in current period earnings. Our calculations

under the fuel adjustment and emission allowance cost recovery

merhamsms at PSI (and CG8 E for non-residential retail customers

beginrdng in 2005 and residential retail customers in 2006)

involve the use of estimates. Fuel costs (including purchased

power when economically displacing fuel) and emission allowance

costs must be allocated between PSI's retaiL customers and

wholesale customers, with the lowest costs allocated to retail

customers. This process is complex and involves the use of

estimates that when finalized in future periads may result in

adjustments ta amounts deferred and collected from rustomers.

At December 31, 2004, regulatory assets tataled

$609 million for CG8 E (including $10 miLLion for ULH8 P) and

$421 million for PSI. Current rates include the recavery af

$602 million for C.G8E (including $9 million for ULH8P) and

$378 miibon for PSI. In addition to the regulatory assets,

CG&E and PSI have regulatory liabibties tataiing $165 million

(incLuding $30 million for ULH&P) and $392 million at
December 31, 2004, respectively. See Note l(C) of the Notes tn

Financial Statements for additional detail regarding regulatory

assets and regulatnry Liabibties.

Income Taxes

Management judgment is required in developing our provision

for income taxes, including the determination of deferred tax

assets, deferred tax Liabilities, and any vaiuatian aUowances

recorded against the deferred tax assets. We evaluate quarterly

the realizabiUty of our deferred tax assets by assessing our

valuation allowance and adjusting the amaunt af such

aUowance, if necessary. The factors used to assess the likebhaod

of realization are aur forecast of future taxable income and the

availability of tax planning strategies that can be implemented

to realize deferred tax assets. These tax planning strategies

include the utilization af Sectinn 29 tax credits assooated with

our productian of synthetic fueL Failure ta achieve forecasted

taxable income might affect aur ability to utilize the Section 29

tax credits and the ultimate reabzation of deferred tax assets.

Contingencies

When it is probabLe that an environmental, tax, ar other

legal liabibty has been incurred, a loss is recognized when

the amount of the lass can be reasonably estimated. Estimates

of the probability and the amount of loss are often made based

on currently available facts, present laws and regulations,

and consultation with third-party experts. Accounting for

contingencies requires sigrdficant judgment by management

regarding the estimated probabibties and ranges of exposure to

potential. liability. Management's assessment of our expasure ta

cantingencies could change to the extent there are additional

future developments, administrative actions, or as more infor-

mation becomes available. If actual obbgations incurred are

different fram our estimates, the recogmtion nf the actual

amounts may have a material impact on our financial position

and results of operations.

Impairment of Long-lived Assets

Current accounting standards require long-Uved assets

be measured for impairment whenever indicators of impairment

exist. If deemed impaired under the standards, assets are

written down to fair value with a charge ta current period

earnings. As a producer of electricity, we are owners of

generating plants, which are largely coal-fired. At December 31,

2004, the carrying value of these generating plants is $5 bilUan.

As a result of the variaus emissions and by-products of coal

consumption, the companies are subject to extensive environ-

mental regulations and are currently subject to a number of

environmental contingencies. See Note 11(A) of the Notes to

Financial Statements for additional information. WhiLe we cannat

predict the potential effect the resolutian of these matters wiLl

have on the recoverability of our caal-fired generating assets,

we bebeve that the carrying values of these assets are recover-

able. In making this assessment, we c:nnsider such factors as

the expected abibty to recover through the regulatory process

any additional investments in environmental compbance

expenditures for PSI, the relative pricing of wholesale electricity

in the regian, the anticipated demand, and the cost af coal.

For the gas-fired peaking plants that we nwn that are not

subject to cost-of-service-based ratemal&ing, the recoverability

will be dependent on many factors, but primarily the price of

power compared to the cost of natural. gas, often referred ta as

the spark spread, over the life of the plants. While we currently

believe these assets are recaverable on a nominal basis (the

basis required for evaluation under Statement 144 given our

intent to continue operating these assets), changes in the

estimates and assumptians used (primarily power and gas prices

along with their related volatilities) in evaluating these assets

over their useful Ufe could result in an impairment in the

future. At December 31, 2004, the carrying value of these

gas-fired peaking plants is approximately $441 milUon.

We will continue ta evaluate these assets for impairment

when events or orcumstances indicate the carrying value may

not be recoverable.

Impairment of Unconsolidated Investments

We evabIate the recoverability of investments in unconsoli-

dated subsidiaries when events or changes in circumstances

indicate the carrying amount of the asset is other than

tempararily impaired. An investment is considered impaired if

the fair value of the investment is less than its carrying value.

We only recognize an impairment, loss when an impairment is

considered tn be other than temporary. We consider an impair-

ment to be other than temporary when a forecasted recovery up

to the investment's carrying value is not expected for a reasan-

able period of time. We evaluate several factors, incLuding but

not bmited ta our intent and abibty to hold the investment, the

severity of the impairment, the duration of the impairment and

the entity's historical and projected financial performance, when

determirdng whether or not impairment is other than temporary.
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REVIEW OF FINANCIAL CONDITION ANO RESULTS OF OPERATIONS

Fair value is determined by quoted market prices, when

available, however in most instances we rely on valuations

based on discounted cash flows and market multiples. There

are many significant assumptions involved in performing such

valuations, including but not hmited to forecasted financial

performance, discount rates, earmngs multiples and terminal

value considerations. Variations in any one or a combination

of these assumptions could result in different conclusions

regarding impairment.

Once an investment is considered other than temporarily

impaired and an impairment loss is recognized, the carrying

value of the investment is not adjusted for any subsequent

recoveries in fair value. As of December 31, 2004, we do not

have any material unrealized losses that are deemed to be

temporary in nature. See Note 15(A) of the Notes to Financial

Statements for the amount of impairment charges incurred

during the year.

ACCOUNTING CHANGES

Consolidation of VIEs

In January 2003, the FASB issued Interpretation 46,

which significantly changed the consolidation requirements for

traditional SPEs and certain other entities subject to its scope.

This interpretation defines a VIE as (a) an entity that does

not have sufficient equity to support its activities without

additional financial support or (b) any entity that has equity

investors that do not have substantive vnting rights, dn not

absorb first dollar Losses, or receive residual returns. These

entities must be consolidated whenever we would be anticipated

to absorb greater than 50 percent of the Losses or receive

greater than 50 percent. of the returns.

In accordance with its two stage adoption guidance, we

implemented Interpretation 46 for traditional SPEs on July 1,

2003, and for all other entities, including certain operating

joint ventures, as of March 31, 2004. The consolidation of

certain operating joint ventures as of March 31, 2004, did

not have a material impact on our financial position or results

of operations.

On July 1, 2003, Interpretation 46 required us to consolidate

two SPEs that have individual power sale agreements with

Central Maine Pnwer Company (CMP). Further, we were no longer

permitted to consolidate a trust that was estabbshed by Cinergy

Corp. in 2001 to issue approximately $316 million of combined

preferred trust securities and stock purchase contracts. Prior

period financial statements were not restated for these changes.

For further information on the accounting for these entities see

Notes 3(A) and (8) of the Notes to Finandal Statements.

We have conc. luded that our accounts receivable sale facility,

as discussed in Note 3(C) of the Notes to Financial Statements,

will remain unconsolidated since it involves transfers of financial

assets to a qualifying SPE, which is exempted from consolidation

by Interpretation 46 and Statement 140.

Share-Based Payment

In December 2004, the FASB issued a replacement of

Statement 123, Statement of Financial Accounting Standards

No. 123 (revised 2004), Share-Based Payment (Statement 123R).

This standard wig require accounting for ail stock-based

compensation arrangements under the fair value method

in addition to other provisions.

In 2003, we prospectively adopted accounting for our

stock-based compensation plans using the fair value recogmtion

provisions of Statement 123, as amended by Statement nf

Financial Accounting Standards No. 148, Accounting for Stock-

Based Compensation-Transition and Disclosure (Statement 148),
for all employee awards granted or with terms modified on or

after January I, 2003. Therefore, the impact of implementation

of Statement 123R on stock options within our stock-based

compensation plans is nnt expected to be material. Statement

123R contains certain provisions that will modify the accounting

for various stock-based compensation plans other than stock

nptions. We are in the process of evaluating the impact of this

new standard on these plans. We wiLL adopt Statement 123R on

July 1, 2005.

Income Taxes

In October 2004, the American Jobs Creation Act (AJCA)

was signed into law. The AJCA includes a one-time deduction

of 85 percent of certain foreign earnings that are repatriated, as

defined in the AJCA. In December 2004, the FASB issued Staff

Position 109-2, Accounting and Disclosure Guidance for the

Foreign Earnings Repatriation Provision within the American Jobs

Creation Act of 2004. The staff position aLLows additional time

for an entity to evahiate the effect of the legislation on its plan

for repatriation of foreign earnings for purposes of applying

Statement of Financial Accounting Standards No. 109, Accounting

for Income Taxes (Statement 109). We will complete our

evaluation of the effects of the provision on our plan for

repatriation of foreign earnings in 2005.
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Consolidated Statements of Income

(in thousands, except per share amounts) 2004 2003 2002

Operating Revenues (Nate 1(D))
El.ectric
Gas

Other (Note 1(D)(iii))

$3,536,649
78'3, 316
367,985

$3,320,256 $3,256,437
835,507 590,471
260, 114 212,444

Total Operating Revenues 4,687,950 4,415,877 4,059,352

Operating Expenses
Fuel, emission allowances, and purchased power
Gas purchased
Cost of fuel resald

Operation and maintenance
Depreciation
Taxes other than income taxes

1,244, 027
428,087
280,891

1,282, 278
460,389
253,945

1,136,950
503,834
196,974

1,118,680
398,871
249, 746

950,463
309,983
130,286

1,201,564
403,909
263,002

Total Operating Expenses

Operating Income

3,949,63.7 3,605,055 3,259, 207

738,333 810,822 800, 145

Equity in Earnings of Unconsolidated Subsidiaries
Miscellaneous Income (Expense) —Net
Interest Expense
Preferred Dividend Requirement of Subsidiary Trust (Note 3(B))
Preferred Dividend Requirements of Subsidiaries

48, 249

(3,213)
275,238

3,432

15,201
38, 156

270,874
11,940
3,433

15,261
.12,402

243, 652
23,832

3,433

Income Before Taxes

Income Taxes (Note 10)

504, 699 577,932 556,891

103,831 143,508 160,255

Income Before Discontinued Operations and Cumulative Effect
of Changes in Accounting Principles

Discontinued operations, net oF tax (Note 14)
Cumulative effect of changes in accounting principles,

net of tax (Note 1(Q)(iv))

400,868 434, 424 396,636

8,886 (25,161)

26,462 (10,899)

Net Income

Average Common Shares Outstanding —Basic

Earnings Per Common Share —Basic (Note 17)
Income before discontinued operations and cumulative effect

of changes in arcounting principles
Discontinued operations, net of tax (Note 14)
Cumulative effect of changes in accounting principles,

net of tax (Note 1(Q)(iv))

Net Income

Average Common Shares Outstanding —Diluted

$400,868 $469,772 $360,576

180,965 176,535 '167,047

$2 22 $ ?.46 $2 37
0.05 (o.»)

0.15 (0.06)

$ Z 22 $ 2 66 $ 2.16

183,531 178,473 169,052

Earnings Per Common Share —Diluted (Note 17)
Income before discontinued operations and cumulative effect

of rhanges in accaunting principles
Discantinued aperations, net of tax (Nate 14)
Cumulative effect af changes in accounting principles,

net of tax (Note 1(Q)(iv))

$2.18 $2.43
0.05

0.15

$2 34
(0.15)

(0.06)

Net Income

Cash Dividends Declared Per Common Share

The accompanying notes are an integral part of these consolidated rrnanciat statements,

$2.18 $2.63 $2.13$1.88 $1.84 $1.80
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Consolidated Balance Sheets

ASSETS

(dollars in thousands) 200cr

DECEMBER 31

2003

Current Assets
Cash and cash equivalents

Notes receivable, current
Accounts receivable less accumulated provision for doubtful accounts

af $5,514 at December 31, 2004, and $7,884 at December 31, 2003 (Note 3(f))
Fuel, emission allowances, and suppOes (Nate 1(G))
Energy risk management current assets (Note l(K}(i))
Prepayments and ather

Total Current Assets

Property, Plant, and Equipment —at Cost
Utihty plant in service {Note 19)
Construction work in progress

Total Utility Plant
Non-regulated property, plant, and equipment (Note 19)
Accumulated depreciation (Note 1(H)(T'))

Net Property, Plant, and Equipment

Other Assets
Regulatory assets (Nate 1{C))
Investments in unconsolidated subsidiaries

Energy risk management nan-current assets (Note 1(K)(i))
Notes receivable, non-current

Other investments
Goodwill and other intangible assets
Restricted funds held in trust
Other

Total Other Assets

Assets oF Discontinued Operations (Note 14)

$164,541
214,513

1,061,140
444, 750
381,146
'1 74,624

2,440, 714

10,076,468
333,687

10,410,155
4,700,009
5,180,699

9,929,465

1,030,333
513,675
138,787
193,857
125,367

60,502
358,006
191,611

2,612,138

$169,120
189,854

1,074,518
357,625
305,058
146,422

2,242, 597

9,732,123
275,459

10,007,582
4,527,943
4,908,019

9,627,506

1,029,242
494,520

97,334
213,853
184,044
45,349

180,260

2, 244, 602

4, 501

Total Assets

The accompanying notes ore on integral part of these consalidated ftnanriof statements.

$14,982,317 $14,119,206
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Consolidated Balance Sheets

LIABILITIES AND SHAREHOLDERS' EQUITY

(dollars in thousands) 2004

DECEMBER 31

2003

Current Liabihties
Accounts payable
Accrued taxes
Accrued interest
Notes payable and other short-term obhgations (Note 5)
Lang-term debt due within one year
Energy risll management current habilities (Note 1(K)(i))
Other

$1,348,576
216,804

54,473
958,910
219,967
310,741
171,188

$1,240,423
217,993

68,952
351,412
839, 103
296, 122
107,438

Total Current Liabilities 3,280,659 3, 121,443

Non-Current Liabilities
Long-term debt (Note 4)
Deferred income taxes (Note 10)
Unamortized investment tax credits
Accrued pension and other postretirement benefit costs (Note 9)
Regulatory habihties (Note 1(C))
Energy risk management non-current habilities (Note 1(K)(i))
Other

4,227,741
1,597, 120

99,723
688,277
557,419
127,340
225, 298

4, 13'1,909
1,557,981

108,884
662,834
490,856

64,861
205, 344

Total Non-Current Liabilities

Liabihties of Discontinued Operations (Note 14)

Commitments and Contingencies (Note 11)

Total Liabihties

Cumulative Preferred Stock of Subsidiaries
Not subject to mandatory redemption

7,522,918 7,222, 669

11,594

10,803,577 10,355,706

62,818 62,818

Common Stock Equitsj (Note 2)
Common stock —$.01 par value; authorized shares —600,000,000;

issued shares —187,653,506 at December 31, 2004, and

178,438,369 at December 31, 2003; outstanding shares —187,524, 229
at December 31, 2004, and 178,336,854 at December 31, 2003

Paid-in capital
Retained earnings
Treasury shares at cost —129,277 shares at December 31, 2004,

and 101,515 shares at December 31, 2003
Accumulated other comprehensive loss (Note 18)

1,877
2,559,715
1,613,340

(4,336)
(54,674)

1,784
2,195,985
1,551,003

(3,255)
(44,835)

Total Common Stock Equity

Total Liabihties and Shareholders' Equity

The accompanying notes are an integral part of these consolidoted financial statements,

4, 115,922 3,700,682

$14,982,317 $14,119,206
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Consolidated Statements of Changes in Cotnmon Stock Equity

(dogars in thousands, except per slrare amounts)

COMMON

STOCK

PAID-IN

CAP1TAL

RETAINED

EARNINGS

TREASURY

STOCK

ACCUMULATED

OTHER

COMPREHENSEllE

INCOME (LOSS)

TOTAL

COMMON

STOCK

EQUITY

2002
Beginning balance (159,402,839 shares)
Comprehensive income:

Net income
Other comprehensive income (loss),

net of tax effect of $11,509 {Note 18)
Foreign currency translation adjustment,

net of reclassification adjustments (Note 1(R))
Minimum pension liability adjustment
Unreahzed loss on investment trusts
Cash flow hedges (Note 1(K)(ii))

Total comprehensive income
Issuance of common stock —net (9,260, 276 shares)
Dividends on common stock ($1.80 per share)
Other

Ending balance (168,663, 115 shares)

360,576 360,576

93 267, 768
(298,292)

30,709 4,034

25,917
(13,763)
(5,277)

(19,748)

25,917
(13,763)
(5,277)

(19,748)

347,705
267,861

(298,292)
34, 743

$1,687 $1,918,136 $1,403,453 $ — $(29,800) $3,293,476

$1,594 $1,619,659 $1,337, 135 $ — $(16,929) $2,941,459

2003
Comprehensive income:

Net income
Other comprehensive income (loss),

net of tax effect of $11,700 (Note 18)
Foreign currency translation adjustment,

net of reclassNcation adjustments (Note 1(R))
Minimum pension bability adjustment
Unrealized gain on investment trusts
Cash flow hedges (Note 1(K)(ii))

Total comprehensive income

Issuance of common stock —net (9,775,254 shares)
Treasury shares purchased (101,515 shares)
Dividends on common stock ($1.84 per share)
Other

469,772

97 269,977

(322,371)
7,872 149

(3,255)

10,528
(33,846)

6,757
1,526

469,772

10,528
(33,846)

6,757
1,526

454, 737
270, 074

{3,255)
(322,371)

8,021

Ending balance (178,336,854 shares) $1,784 $2, 195,985 $'1,551,003 $(3,255) $(44,835) $3,700,682

2004
Comprehensive income:

Net income
Other comprehensive income (loss),

net of tax effect of $8,259 (Note 18)
Foreign currency translation adjustment (Note 1(R))
Minimum pension hability adjustment
Unrealized gain on investment trusts
Cash flow hedges (Note 1(K)(ii))

Total comprehensive income

Issuance of common stock —net (9,215,137 shares)
Treasury shares purchased (27,762 shares)
Dividends on common stock ($1.88 per share)
Other

400,868

93 350,433
(1,081)

(338,630)
13,297 99

14,953
(31,752)

2,418
4,542

400,868

14,953
(31,752)

2,418
4,542

391,029
350,526

(1,081)
(338,630)

13,396

Ending balance (187,524,229 shares) $1,877 $2,559,715 $1,613,340 $(4,336) $(54,674) $4,115,922

The accompanying notes are an integral port of these consolidated financial statements,
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Consolidated Statements of Cash Flows

(dollars in thousands) 2004 2003 2002

Cash Flows from Continuing Operations
Operating Activities

Net income

Adjustments to reconcile net income to net cash

provided by operating activities:
Depreciation

(Income) Loss of discontinued operations, net of tax
(Income) Loss on impairment or disposal of subsidiaries

and investments, net
Cumulative effect of changes in accounting principles, net of tax
Change in net position of energy risk management activities
Deferred income taxes and investment tax credits —net
Equity in earnings of unconsolidated subsidiaries
Allowance for equity funds used during construction
Regulatory assetibabibty deferrals

Regulatory asset amortization
Accrued pension and other postretirement benefit costs
Cost of removal

Changes in current assets and current liabilities:
Accounts and notes receivable
Fuel, emission allowances, and supphes
Prepayments
Accounts payable
Accrued taxes and interest

Other assets
Other habilities

Net cash provided by operating activities

460,389 398,871
(8,886)

403,909
25,161

48, 144

(40,443)
(4, 113)

(48,249)
(2,269)

(38,868)
92,422
25,443

(17,763)

(11,555)
(89,699)
(88,463)
108,476
(15,360)
(50,234)
104,278

(93)
(26,462)
(11,723)
85,108

(15,201)
(7,532)

(81,791)
89,931
36,667

(16,598)

123,504
1,410
8,859

(89,149)
(35,510)
(26,008)
50,504

(16,518)
10,899

(43,202)
148,069
(15,261)
(12,861)

(132,117)
115,967
127,366

(235,437)
(81,303)
(26,818)
311,339
65,019

(50,572)
1,586

833,004 945,673 955,802

$400,868 $469,772 $360,576

Finandng Activities
Change in short-term debt
Issuance of long-term debt
Redemption of long-term debt
Issuance of common stock
Dividends on common stock

545,405
39,361

(830,543)
350,526

(338,630)

(393,096)
688, 166

(487,901)
270,074

(322,371)

(442,472)
628, 170

(112,578)
267,861

(298,292)

Net cash provided by (used in) finandng activities (233,881) (245, 128) 42, 689

Investing Activities
Construction expenditures (less allowance for equity funds

used during construction)
Proceeds from notes receivable
Withdrawal of restricted funds held in trust
Acquisitions and other investments
Proceeds from distributions by investments and

sale of investments and subsidiaries

(697,643)
17,460
25,273
(2,965)

54, 173

(704, 117)
9,187

(87,859)

51,252

(853,332)

(118,375)

86,071

Net cash used in investing activities

The accompanying notes are an integral part of these consolidated financia statements.

$(603,702) $(731,537) $(885,636)
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Consolidated Statements of Cash Flows
(CONTINUED)

(dollars in thousands) 200rr 2003 2002

Net increase (decrease) in cash and cash equivalents
from continuing operations

Cash and cash equivalents from continuing operations
at beginning of period

Cash and cash equivalents from continuing operations
at end of period

Cash Flows from Discontinued Operations
Operating activities
Financing activities
Investing activities

$ (4,579) $ (30,992) $112,855

169,120 200, 11.2 87,257

$164,541 $ 169,120 $200, 112

$ (7,093) $ (5,871) $40,397
7,093 (14,898) (39,464)

(202) (3,772)

Net decrease in cash and cash equivalents
from discontinued operations

Cash and cash equivalents from discontinued operations
at beginning of period

(20,97 1)

20,971

(2.,839)

23,810

Cash and cash equivalents from discontinued operations
at end of period

Supplemental Disclosure of Cash Flow Information
Cash paid during the year for:

Interest (net of amount capitalized)
Income taxes

The accompanying notes are an integral part of these consolidated financial statements,

$ — $ — $ ross&

$298,142 $263,228 $253,266
$73,197 $92,175 $57,739
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Consolidated Statements of Capitalization

(dottars in thousands) 2004

DECEMBER 31

2003

Long-term Debt (excludes current portion)
Cinergy Corp.

Other Long-term Debt:
6.53 % Debentures due December 16, 2008
6.90 % Nate Payable due February 16, 2007

Total Other l.ong-term Debt
Unamortized Premium and Disrount —Net

$200,000
326,032

526,032
(3,980)

$200,000
326,032

526,032
(6,080)

Total —Cinergy Corp. 522,052 519,952

Cinergy Global Resources, Inc.
Other Long-term Debt:

6.20 % Debentures due November 3, 2008
Variable interest rate of Euro Inter-Banl& Offered Rate

pius 1.2%, maturing November 2016

Total Other Long-term Debt
Unamortized Premium and Discount —Net

Total —Cinergy Global Resources, Inc.

Cinergy Investments, Inc.
Other Lang-term Debt:

9.23 % Notes Payable, due November 5, 2016
7.81 % Notes Payable, due June 1, 2009
Other

150,000

89,391

239,391
(126)

239,265

105,834
74,773
17,930

150,000

79, 104

229, '104

(160)

228,944

107,142
93,041
3,547

Total —Cinergy Investments, Inc.
The accompanying notes are an integral port af these consolidated ftnanria statements

$198,537 $203,730
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Consolidated Statements of Capitalization
(CONTINUED)

(dollars in thousands) 2004

DECEMBER 31

2003

CGBE and subsidiaries
First Mortgage Bonds:

5.45 % Series due 3anuary 1, 2024 (Pollution Control)
5'/t % Series due 3anuary 1, 2024 (Pollution Control)

$46,700
48,000

$46,700
48,000

Total First Mortgage Bonds
Other I ong-term Debt:

Liquid Asset Notes with Coupon Exchange due October 1, 2007
(Executed interest rate swap to fix the rate at 6.87% through maturity)

6.40 % Debentures due April 1, 2008
6.90 % Debentul'es dUe 3une '1, 2025 (Redeemable at the option of the holdel's on JUne '1, 2005)
5.70 % Debentures due September 15, 2012, effective interest rate of 6.42%
5.40 /o Debentures due Dune 15, 2033, effective interest rate of 6.90%
5'/8 % Debentures due June 15, 2033
Series 2002A, Ohio Air Quality Development Revenue Refunding Bonds,

due September 1, 2037 (Pollution Control)
Series 2002B, Dhio Air Quahty Development Revenue Refunding Bonds,

due September 1, 2037 (Pollution Control)

Series 2004A, Ohio Air Quagty Development Revenue Refunding Bonds,
due November 1, 2039 (Pollution Control) (Note 4)

Series 2004B, Ohio Air Quality Development Revenue Refunding Bonds,
due November 1, 2039 (Pogution Control) (Note 4)

Series 1992A, 6.50% Collateralized Pollution Control. Revenue Refunding Bonds,
due November 15, 2022

Total Other Long-term Debt

Unamortized Premium and Discount —Net

Total CGBE Long-term Debt

94,700 94,700

100,000
100,000

500,000
200,000
200,000

100,000
100,000
150,000
500,000
200,000
200,000

42,000

42,000

47,000

47,000

12,721

42,000

42,000

12,721

1,290,721 1,346,721

(36,093) (37,299)

1,349,328 1,404, 122

ULHSP

Other Long-term Debt:
6.50 % Debentures due April 30, 2008
7.65 % Debentures due 3uly 15, 2025
7.875% Debentures due September 15, 2009
5.00 % Debentures due December 15, 2014 (Note 4)

20,000
15,000
20,000
40,000

20,000
15,000
20,000

Total Other Long-term Debt 95,000 55,000

Unamortized Premium and Discount —Net (660) (315)

Total ULHBP Long-term Debt

Total CGBE Consolidated Long-term Debt

94,340 54,685

$1.,443,668 $1,458,807

PSI
First Mortgage

Series ZZ,

Series AAA,

Series BBB,
Series CCC,

Series DDD,

Series EEE,

Bonds:
5 s/r

7'/s /

80 '/

8 85%
8.31 %
6.65 %

due February 15, 2028 (Pollution Control)
due February 1, 2024
due July 15, 2009
due January 15, 2022
due September 1, 2032
due 3une 15, 2006

$50,000 $
30,000

124,665
53,055
38,000

325,000

50,000
30,000

124,665
53,055
38,000

325,000

Total First Mortgage Bonds
Secured Medium-term Notes:

Series A, 8.55% to 8.57% as of December 31, 2004 and 2003, respectively.
Due December 27, 2011

Series B, 6.37% to 8.24%, due August 15, 2008 to August 22, 2022
(Series A and B, 7.255% weighted average interest rate as of

December 31, 2004 and 2003, respectively. 9.1 and 10.1 year weighted

average remaining life at December 31, 2004 and 2003, respectively)

Total Secured Medium-term Notes

The accompanying notes are on integral part of these consolidated financial statements.

620,720 620,720

7,500
70,000

7,500
70,000

$77,500 $77,500
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(CONTINUED)

(dollars in thousands) 2004

DECEMBER 31

2003

PSI
Other Long-term Debt:

Indiana Development Finance Authority Environmental Refunding Revenue Bonds,
due May 1, 2035

Indiana Development Finance Authority Environmental Refunding Revenue Bonds,
due April 1, 2022

6,35'/o Debentures due November 15, 2006
6.50'/o Synthetic Putable Yield Securities due August 1, 2026

(Interest rate resets August 1, 2005)
7.25'/o Junior Maturing Principal Securities due March 15, 2028
6.00'/o Rural Utilities Service Obggation payable in annual installments
6.52 /a Senior Notes due March 15, 2009
7.85'/o Debentures due October 15, 2007
5.00'/o Debentures due September 15, 2013
Series ZOOZA, Indiana Development Finance Authority Environmental Refunding Revenue Bonds,

due March 1, 2031
Series 2002B, Indiana Development Finance Authority Environmental Refunding Revenue Bonds,

due March 1, 2019
Series 2003, Indiana Development Finance Authority Environmental Refunding Revenue Bonds,

due April 1, 2022
Series 20048, Indiana Development Finanre Authority Environmental Refunding Revenue Bonds,

due December 1, 2039 (Note 4)
Series 2004C, Indiana Development Finance Authority Environmental Refunding Revenue Bonds,

due December 1, 2039 (Note 4)

Total Other Long-term Debt
Unamortized Premium and Discount —Net

'10,000
50

10,000
50

2,658
79,888
97,342

265,000
400,000

50,000
2,658

80,988
97,342

265,000
400,000

23,000

24, 600

35,000

77,125

77, 125

23,000

24, 600

35,000

1,135,813 1,032,663
(9,814) (10,407)

$44,025 $44,025

Total PSI Long-term Debt 1,824, 219 1,720,476

Total Consolidated Long-term Debt

Cumulative Preferred Stock of Subsidiaries

$4,227,741 $4, 131,909

PAR/STATED

VALUE

AUTHORIZED

SHARES

SHARES

OUTSTANDING AT

DECEMBER 31, 2004 SERIES

MANDATORY

REDEMPTION

CME
PSI
PSI

$100 6,000,000 204,849
$100 5,000,000 347,445
$25 5,000,000 303,544

4 /o —4'/r'/o NQ

3/2 /0 6/s /0 No

4.16'/o —4.32'/o No

20,485
34,744

7,589

20,485
34,744

7,589

Total Cumulative Preferred Stock of Subsidiaries

Total Common Stock Equity

Total —Consolidated Capitalization

The accompanying notes are an integral part of these consolidated/inanriat statements.

4, 115,922 3,700,682

$8,406,481 $7,895,409

$62,818 $62,818
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Management Report on Internal Control Over I'inancial Reporting

Management of Cinergy Corp. (the Company) is responsible for

establishing and maintaining adequate internal control over

financiaL reporting, as defined in Rules 13a-15(f) and 15d-15(f)

under the Exchange Act. The Company's internaL control. over

financial reporting is designed to provide reasonable assurance

regarding the rehabihty of financial reporting and the prepara-

tion of financial statements for external purposes, in accordance

with generally accepted accounting prindples.

Because of its inherent limitations, internal control over

financial reporting may not prevent or detect misstatements.

Also, projections of any evaluation of effectiveness to future

periods are subject to the risk that controls may become

inadequate because of changes in conditions, or that the degree

of compliance with the policies or procedures may deteriorate.

The Company's management assessed the effectiveness of

the Company's internal control over financial reporting as of

December 31, 2004. In making this assessment, management

used the criteria established in Internal Control —Integrated

Framework issued by the Committee of Sponsoring Organizations

of the Treadway Commission.

Based on our assessment and those criteria, management

beheves that the internaL control over financial reporting main-

tained by the Company, as of December 31, 2004, was effective.

The Company's independent auditors have issued an

attestation report on management's assessment of the

Company's internal control over financial reporting. That

report follows.
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Report of independent Registered Public Accounting Firm

Ta the Board of Directors of Cinergy Corp. :
We have audited management's assessment, included in

the accompanying Management Repart on Internal Control

over Financial Reporting, that Cinergy Corp. (the "Company" )
maintained effective internal control over financial reporting as

af December 31, 2004, based on criteria estabhshed in Internal

Control —Integrated Framework issued by the Committee of

Sponsoring Organizatians af the Treadway Commission. The

Company's management is responsible for maintaining effective

internal control over financia[ reporting and for its assessment

of the effectiveness of internal control over financial reporting.

Our responsibihty is to express an opinion an management's

assessment and an opinion an the effectiveness of the

Company's internal cantrol. aver financial, reporting based

on our audit.

We conducted our audit in accordance with the standards of

the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether effective internal

control over financial reporting was maintained in all material

respects. Our audit included obtaining an understanding af

internal, control over Finanoal reporting, evaluating management's

assessment, testing and evaluating the design and operating

effectiveness of internal control, and performing such other

procedures as we considered necessary in the circumstances.

We bebeve that our audit provides a reasonable basis for

our opinions.

A company's internal control over financial reporting is a

process designed by, or under the supervision of, the company's

principal executive and principal financial officer, or persons

performing similar functions, and effected by the company's

board of directors, management, and other personnel to provide

reasonable assurance regarding the reliabihty of financial

reporting and the preparatian of financial. statements for external

purposes in accordance with generally accepted accounting

principles. A company's internal cantrol over financial reporting

includes those policies and procedures that (1) pertain to the

maintenance of records that, in reasonable detail, accurately

and fairly reflect the transactians and dispositions of the

assets of the company; (2) provide reasonable assurance that

transactions are recorded as necessary to permit preparation

of financial statements in accordance with generally accepted

accounting principles, and that receipts and expenditures of the

company are being made only in accordance with authorizations

of management and directars of the company; and (3) provide

reasonable assurance regarding prevention or timely detection

of unauthorized acquisition, use, or disposition of the

company's assets that could have a material effect on the

financial statements.

Because of the inherent bmitations of internaL control over

financial reporting, including the possibihty of collusion or

improper management override of controls, material misstate-

ments due to error or fraud may not be prevented or detected

on a timely basis. ALso, projections of any evaluation of the

effectiveness of the internal control over financial reporting to

future periods are subject ta the risk that the controls may

become inadequate because of changes in canditions, or that

the degree of campbance with the policies or procedures

may deteriorate.

In our opinion, management's assessment that the Company

maintained effective internal control over financiaL reporting as

of December 31, 2004, is fairly stated, in a[t material respects,

based on the criteria established in Internal Control—

Integrated Framework issued by the Committee of Sponsoring

Organizations of the Treadway Commission. Also in aur opinion,

the Company maintained, in all material respects, effective

internal control over financial reparting as of December 31,
2004, based on the criteria estabhshed in Internal Cantrol-
Integrated Framework issued by the Committee of Sponsoring

Organizations of the Treadway Commission.

We have alsa audited, in accordance with the standards of

the Pubbc Company Accounting Oversight Board (United States),

the consohdated financial statements as of and far the year

ended December 31, 2004 of the Company and our repart dated

February 11, 2005 expressed an unquaLified apinion on those

financial statements and contained an explanatory paragraph

regarding the Company's changes in accounting, in 2003, for

asset retirement obligations, variable interest entities, and

stock-based compensation.

Delaitte 8 Touche LLP

Cincinnati, Ohio

February 11, 2005
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Report of Independent Registered Public Accounting Firm

To the Board of Directors of Cinergy Corp. :
We have audited the accompanying consohdated balance

sheets and statements of capitahzation of Cinergy Corp, and

subsidiaries (the "Company" ) as of December 31, 2004 and

2003, and the related consolidated statements of income,

changes in common stock equity, and cash flows for each of

the three years in the period ended December 31, 2004. These

financial statements are the responsibility of the Company's

management. Our responsibihty is to express an opinion on

these financial statements based on our audits.

We conducted our audits in accordance with the standards of

the Pubbc Company Accounting Dversight Board (United States).

Those standards require that we plan and perform the audit to

obtain reasonable assurance about whether the financial state-

ments are free of material misstatement. An audit includes

examining, on a test basis, evidence supporting the amounts

and disdosures in the financial statements. An audit also

includes assessing the accounting principles used and significant

estimates made by management, as well as evaluating the

overall financial statement presentation. We believe that our

audits provide a reasonable basis for our opinion.

In our opinion, such consohdated financial statements

present fairly, in all material respects, the financial position

of Cinergy Corp. and subsidiaries as of December 31, 2004 and

2003, and the results of their operations and their cash flows

for each of the three years in the period ended December 31,
2004, in conformity with accounting principles generally

accepted in the United States of America.

As discussed in Note 1 to the financial. statements, in

2003, Cinergy Corp. adopted Statement of Financial Accounting

Standards (SFAS) No. 143, "Accounting for Asset Retirement

Obligations;" Financial Accounting Standards Board

Interpretation No. 46, "Consolidation of Variable Interest

Entities;" and the fair value recognition provisions of SFAS

No. 123 "Accounting for Stocl&-Based Compensation.
"

We have also audited, in accordance with the standards

of the Public Company Accounting Oversight Board (United

States), the effectiveness of the Company's internal control

over financial reporting as of December 31, 2004, based on the

criteria estabHshed in Internal Control —Integrated Framework

issued by the Committee of Sponsoring Organizations of the

Treadway Commission and our report dated February 11, 2005

expressed an unqualified opinion on management's assessment

of the effectiveness of the Company's internal control over

financial reporting and an unqualified opinion on the effective-

ness of the Company's internal control over financial reporting.

Deloitte 8 Touche LLP

Cincinnati, Ohio

February 11, 2005
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Notes to Financial Statements

In this report Cinergy (which includes Cinergy Carp. and all

of our regulated and non-regulated subsidiaries) is, at times,

referred to in the first person as "we", "our", or "us".

1.Summary of Significant Accounting Policies

(A) NATURE OF OPERATIONS

We conduct operatians through our subsidiaries and manage

our businesses thraugh the following three repartable segments:

s (ammerctal

w Regulated; and

EE Power Technology and Infrastructure,

See Note 16 for further discussion of aur reportable segments.

Cinergy Corp. , a Delaware carporahon organized in 1993, owns

all outstanding common stack of CGKE and PSI, both of which

are public utihties, As a result of this ownership, we are

cansidered a utibty holding company. Because we are a holding

company with materiaL utility subsidiaries operating in multiple

states, we are registered with and are subject to regulatian by

the SEC under the PUHCA. Our other principaL subsidiaries are

Services and Investments.

CG8E, an Ohio corporation argardzed in 1837, is a combina-

tion electric and gas publir. utibty company that provides

service in the southwestern portion of Ohio and, through

ULHBP, in'nearby areas of Kentucky. CGKE is responsible for

the majarity of our power marketing and trading activity. CG8E's

principal subsidiary, ULH8P, a Kentucky corporation organized in

1901, provides electric and gas service in northern Kentucky.

PSI, an Indiana corporation organized in 1942, is a vertically

integrated and regulated electric utihty that provides service in

north central, central, and southern Indiana.

The following table presents further information related to

the operatians of our utibty operating companies:

PRINCIPAL LINE{5) OF BUSINESS

CGBE and subsidiaries

IR Generation, transmission, distribution, and sale

of electricity

w Sale and/or transportatian of natural gas

a Electric commodity marketing and trading operations

PSI

{B) PRESENTATION

Management makes estimates and assumptions when preparing

financial statements under GAAP. Actual results could differ, as

these estimates and assumptions involve judgment about future

events or performance. These estimates and assumptians affect

various matters, including:

s the reported amounts of assets and habihties in our

Balance Sheets at the dates of the finandaL statements;

RE the disclasure of contingent assets and babilities at the

dates of the financial statements; and

RE the reported amounts of revenues and expenses in our

Statements of Income during the reporting periads.

Additionally, we have reclassified certain prior-year amounts

in the financial statements to conform to current presentation.

We use three different methods ta report investments in

subsidiaries or other companies; the consolidation method;

the equity method; and the cost method.

(i) Consolidation Method

Far traditional operating entities, we use the consohdation

method when we awn a majority of the voting stock of or have

the ability to control a subsidiary. For VIEs (discussed further in

Note 3), we use the consolidation methad when we anticipate

absarbing a majority af the Losses or receiving a majority of

the returns of an entity, should they occur. We eliminate all

significant intercompany transactions when we consohdate

these accounts. Our consolidated financial statements include

the accounts of Cinergy and its wholly-owned subsidiaries.

RT Generation, transmission, distribution, and sale

of electricity

Services is a service company that provides our subsidiaries

with a variety af centralized administrative, management, and

support services. Investments halds most of our non-regulated,

energy-related businesses and investments, induding naturaL

gas marketing and trading operations (which are primarily

conducted through Marketing 8 Trading, one of its subsidiaries).
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(ii) Equity Method

We use the equity methnd to report investments, joint

ventures, partnerships, subsidiaries, and affiliated companies in

which we do not have control, but have the ability to exercise

influence over operating and financial pohcies (generalLy,

20 percent to 50 percent ownership). Under the equity method

we report:

EE our investment in the entity as Investments in

unconsolidated subsidiaries in our Balance Sheets; and

IE our percentage share of the earmngs from the entity as

Equity in earnings of unconsolidated subsidiaries in our

Statements of Income.

(iii) Cost Method

We use the cost method to report investments, joint

ventures, partnerships, subsidiaries, and affiliated compames

in which we do not have rontrol and are unable to exercise

significarlt1nfluence over operating and financial polic1es

(generally, up to 20 percent ownership). Under the cost method

we report our investments in the entity as Other investments in

our Balance Sheets.

(C) REGULATION

The state of Ohio passed comprehensive electric deregulation

legislation in 1999, and in 2000, the PUCO approved a stipulation

agreement relating to CG8E's transition plan creating a

Regulatory Transition Charge (RTC) designed to recnver CG8 E's

generation-related regulatory assets and transition costs over

a ten-year period beginmng January 1, 2001. Accordingly,

application of Statement 71 was discontinued for the generation

portion nf CG8E's business and Statement of Financial

Accounting Standards No. 101, Regulated Enterprises—

Accounting for the Discontinuation of Application of FA58

Statement Na. 71, was applied. ExcbIding CG8E's deregulated

generation-related assets and Liabilities, as of December 31,
2004, CG8E, PSI, and ULH8 P continue to meet the criteria

of Statement 71. However, to the extent Indiana or Kentucky

implements deregulation legislation, the application of

Statement 71 wiLL need to be reviewed. Based on our utility

operating compames' current regulatory orders and the

regulatory environment in which they currently operate, the

recovery of regulatory assets recngmzed in the accompanying

Balance Sheets as of December 31, 2004, is probable. For a

further discussion of CG8E's regulatory developments see

Note 11(B)(iii). For a further discussion of PSI's regulatory

developments see Notes 1'l(B)(i) and 11(B)(ii).

Our utility operating compames and certain of our non-utibty

subsidiaries must comply with the rules prescribed by the SEC

under the PUHCA. Our utility operating companies must also

comply with the rules prescribed by the FERC and the appbcable

state utility commissions nf Ohio, Indiana, and Kentucky.

Our utility operating companies use the same accounting

policies and practices for financiaL reporting purposes as

non-regulated companies under GAAP. However, sometimes

actions by the FERC and the state utility commissions result in

accounting treatment different from that used by non-regulated

companies. When this occurs, we apply the provisions of

Statement 71. In accordance with Statement 71, we record

regulatory assets and liabilities (expenses deferred for future

recovery from customers or amounts provided in current rates

to cover costs tn be incurred in the future, respectively) on

our Balance Sheets.
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Our regulatory assets, liabibties, and amounts authorized for recovery through regulatory orders at December 31, 2004, and 2003,

were as follows:

(in millions)

2004

CG&E(') PSI CINERGY

2003

CG&E('& PSI CINERGY

Regulatory assets

Amounts due from customers —income taxes(z)

Gasification services agreement buyout costs(3)(4)

Post-in-service carrying costs and deferred

operating expenses(4)(q)

Deferred merger costs
Unamortized costs of reacquiring debt

RTC recoverable assets(') (5)

Capital-related distribution costs(6)

Other

15

494
11
12

$22
227

80
38
25

29

83

38

40

494
11
41

2

1

17

517

22

$ 96 $ 53

227

$22
235

70

46
28

16

$75
235

72

47
45

517

Total Regulatory assets

Total Regulatory assets authorized for recoveryp)

Regulatory liabilities

Accrued cost of removaL(e)

Deferred fuel costs

Total Regulatory babilities

$609 $421 $1,030 $612 $417 $1,029
$602 $378 $ 980 $604 $317 $ 97.1

$(164) $(367) $ (531) $(155) $(336) $ (491)
(1) (25) (26)

$(165) $(392) $ (557) $(155) $(336) $ (491)

(I) Includes 110 million at December 31, 2004, and 116 million at December 31, Z003, related to ULH&P's regulatory assets. Of these amounts, Sg migian at December 31, Z004, and

115 million at December 31, 20D3, hove been authorized far recaveoc Includes I(30) million and I(27) million of regulatory liabilities at December 31, 2004 and 2003, respectively,

related to ULH&P.

(Z) The various regu(atory cammissions overseeing the regulated business operations of our udlity aperating compam'es regulate income taz provisions ref(ected in customer rates.

In accordonce with the provisions of Statement 71, we have recorded net regulatory assets for CG&E, PSI, and ULH&P.

(3) PSl reached on agreement with Oynegy, Inc. to purchase the remainder af its 25-year contract for coal gasification services, In accordance with an order from the IURC, PSI began

recoven'ng this asset over an 18yeor period that commenced upon the terminatian of the gas services agreement in ZDDD.

(4) Regulatory assets earning a return at December 31, 2004.

(5) In August 2000, CG&E's deregulation transition pion was appraved. Effective January I, ZDDI, a RTC went into effect ond provides far recovery of all then en'sung generadan-related

regulatory assets ond various transition costs over a ten-year period. Because a separate charge provides for recovery, these assets were aggregated and are included as a single

amount in this presentation. The c(ossificatio of ol( transmission and distn'bution related regulatory assets has remained the some.

(6) In November Z004, CGBE's RSP wos approved by the PUCO. CG&E will have the ability to defer certain capital-reiated distribution cast: from Juty I, 2004 through December 31, Z005

wiN recovery fram non-residential customers to be provided through a ride from January I, ZD06 through December 31, 2010.

(7) At December 31, 2004, these amounts were being recovered through rates charged to customers over remaining periods ranging from I to 60 years for CGBE, I to 51 years for PSI,

and I to 16 years for ULH&P.

(8) Represents amounts received for anticipoted future removol and retirement costs of regulated property, plant, and equipment that da not represent (ega( obligations pursuant to

Statement 143. See Nate 1(J) for o further discussion af Statement 143.

(g) For PSE this amount includes 538 million that is not yet authorized for recovery and is not earning a return at December 31, 2004,

(0) REVENUE RECOGNITION

(i) Utility Revenues

Our utility operating campames record Operating Revenues

for electric and gas service when delivered to customers,

Customers are billed throughout the month as both gas and

electric meters are read. We recogmze revenues far retail energy

sales that have not yet been billed, but where gas or elertricity

has been consumed. This is termed nunbilled revenues" and is

a wideLy recogmzed and accepted practice for utilities. In

making our estimates of unbiLLed revenues, we use systems that

consider various factors, including weather, in our calculation

of retail customer consumption at the end of each month. Given

the use of these systems and the fact that customers are billed

monthly, we believe it is unlikely that materially different

results will accur in future periads when these amaunts are

subsequentLy bilLed. Unbilled revenues as of December 31, 2004,

2003, and 2002 were approximately $203 millian, $176 million,

and $153 miLL(on, respectively.

(ii) Energy fyfarketing and Trading Revenues

We market and trade elertricity, natural gas, and ather

energy-related products. iylany of the contracts associated

with these products qualify as derivatives in accordanre with

Statement 133, further discussed in (K)(i). We designate

derivative transactions as either trading or nan-trading at the

time they are originated in accordance with EITF Issue 02-3,

Issues Invo(ved in Accounting for Derivative Contracts Held for

Trading Purposes and Contracts Involved in Energy Trading and

Risk fy)anagement Activities (EITF 02-3). Trading contracts are

reported on a net basis and non-trading cantracts are reported

on a gross basis.

1. Net Reporting Net reporting requires presentation of

reahzed and unreahzed gains and losses on trading derivatives

on a net basis in Operating Revenues pursuant to the require-

ments of EITF 02-3, regardless of whether the transactions

were settled physically. Energy derivatives involving frequent

buying and seLLing with the objective of generating profits from

differences in prire are classified as trading and reported net.
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2. Gross Reporting Gross reporting requires presentation

of sales contracts in Operating Revenues and purchase contracts

in Fuel, emission allowances, and purchased power expense or

Gas purchased expense. Non-trading derivatives typically involve

physical dehvery of the underlying commodity and are therefore

generally presented on a gross basis.

Derivatives are classified as non-trading only when (a) the

contracts involve the purchase of gas or eLectricity to serve our

native load requirements {end-use customers within our utility

operating companies' franchise service territories), or {b) the

contracts involve the sale of gas or electricity and we have

the intent and projected ability to fulfiLL substantially all

obligations from company-owned assets, which generally is

limited to the sale of generation to third parties when it
is not required to meet native load requirements.

As part nf the PUCO's November 2004 approval of CGEE's

RSP, a cost tracking recovery mechanism was established to

recover costs of retail fuel and emission allowances that exceed

the amount originally induded in the rates frozen in the CGLE

transition plan. This mechanism was effertive January 1, 2005

for non-residential customers and will be effective January 1,
2006 for residential. customers. CG8 E will begin utibzing a

tracking mechardsm approved by the PUCO for the recovery of

system rebability capacity costs related to certain specified

purchases of power. This mechanism was effective January 1,

2005 for non-residential customers and will be effective

January 1, 2006 for residential customers. See Note II(B)(hy)
for additional information.

(F) CASH AND CASH EQUIVALENTS

(lif) Other Operating Revenues

We recognize revenue from coal origination, which represents

contract, structuring and marketing of physical coal. These

revenues are included in Other OperaIT'ng Revenues on the

Statements of Income. Other Operating Revenues also includes

sales of synthetic fuel.

(E) ENERGY PURCHASES AND FUEL COSTS

The expenses associated with electric and gas services incLude:

RI fuel used to generate eiectririty and the associated

transportation costs;

@ costs of emission allowances;

IR electricity purchased from others; and

IR natural gas purchased from others and the associated

transportation costs.

These expenses are shown in the Statements nf Income as

Fuel, emission allowances, and purchased power expense and Gas

purchased expense.

PSI utilizes a cost tracking recovery mechanism (commonly

referred to as a fuel adjustment clause) that recovers retail and

a portion nf its wholesale fuel costs from customers. Indiana

law Limits the amnunt of fuel costs that PSI can recover to an

amount that will not result in earning a return in excess of that

allowed by the IURC. The fuel. adjustment clause is calrulated

based on the estimated cost of fuel in the next three-month

period, and is trued up after actual costs are known. PSI records

any under-recovery or aver-recovery resulting from the differ-

ences between estimated and actual costs as a deferred asset or

habihty until it is billed or refunded to its customers, at which

point it is adjusted through fuel expense.

In addition to the fuel adjustment. clause, PSI utilizes a

purchased power tracking mechardsm approved by the IURC for

the recovery of costs related to certain specdfied purchases nf

power necessary to meet native load peal& demand requirements

to the extent such costs are not recovered through the existing

fuel adjustment clause.

We define Cash and cash equivalents on our Balance Sheets

and Statements of Cash Flows as investments with maturities

of three months or less when acquired.

{G) FUEL, EMISSION ALLOWANCES, AND SUPPLIES

We maintain coal inventories for use in the production of

electricity and emission allowances inventories for regulatory

compliance purposes due to the production of electricity. These

inventories are accounted for at the lower of cost or market,

with cost being determined using the weighted-average method.

Prior to January 1, 2003, natural. gas held in storage for our

gas trading operations was accounted for at fair value. Ail other

gas held in storage was accounted for at the tower of cast or

market, cost being determined through the weighted-average

method. Effective January 1, 2003, accounting for our gas

trading operations' gas held in storage was adjusted to the

lower of cost or market method with a cumulative effect

adjustment, as required by EITF 02-3. See (Q)(iv) for a summary

of the cumulative effect adjustments.

Materials and suppUes inventory is accounted for on a

weighted-average cost basis.

(K) PROPERTY, PLANT, AND EQUIPMENT

Property, Plant, and Equipment includes the utility and

non-regulated business property and equipment that is in use,

being held for future use, or under cnnstruction. We report our

Property, Plant, and Equipment at its original. cost, which includes:

RI materials;

IR contractor fees;

w salaries, "

w payroll taxes;

|N fringe benefits;

IR financing costs of funds used during construction

(described in (IT) and (iii)); and

IR other miscellaneous amounts.
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We capitalize costs for regulated property, plant, and

equipment that are associated with the replacement or the

addition of equipment that is cnnsidered a property unit.

Property units are intended to describe an item or group of

items. The cost of normal repairs and maintenance is expensed

as incurred. On an annual basis, we perform majar pre-planned

maintenance activities on aur generating units. These pre-

planned activities are accounted for when incurred. When

regulated praperty, plant, and equipment is retired, we charge

the original cost, less salvage, to Accumulated depreciation and

the cost of removal to Regulatory liabib'ties, which is consistent

with the compasite method of depreciation. See (J) for further

infarmatian nn accrued cost of removal. A gain or loss is

recorded on the saLe of regulated property, pLant, and equipment

if an entire operating unit, as defined by the FERC, is sold. A

gain or loss is recorded on non-regulated property, plant, and

equipment whenever there is a related sale or retirement.

(i) Depreciation

We determine the provisions for depreciatian expense using

the straight-line method. The depreciation rates are based on

periodic studies of the estimated useful bves and the net cost

to remove the properties. Inclusion of cost of removal in depre-

ciation rates was discantinued for all non-regulated property

beginning in 2003 as a result of adopting Statement 143. Our

utility operating companies use composite depreciation rates.

These rates are approved by the respective state utility

commissions with respect to regulated property. The average

depreciation rates for Property, Plant, and Equipment for the

years ended December 31, 2004, 2003, and 2002, were 3.2%,

2.8 lo, and 3.0%, respectively.

In June 2004, PSI implemented new depreciation rates, as

a result of changes in useful hves of production assets and an

increased rate for cost of removal, that were approved in PSI's

latest retail rate case. The impact of this change in accounting

estimate was an increase of approximately $18 million in 2004

Depreriatinn expense. The prospective impact of this change in

accounting estimate is expected to be an increase of approxi-

mately $30 miLLion in annual Depreciation expense, which will

be callected in revenues over that same period.

(ii) Allowance for Funds Used During Construction (AFVDC)

Our utility operating campames finance construction projects

with borrawed funds and equity funds. Regulatory authorities

allow us to record the costs nf these funds as part of the cost

af constructian projects. AFUDC is calculated using a methodology

authorized by the regulatory authorities.

The equity companent of AFUDC, which is credited to

Miscellaneous Income (Expense) —Net, for the years ended

December 31, 2004, 2003, and 2002, was approximately

$1.6 million, $7.5 million, and $12.9 million, respectively.

The borrowed funds component of AFUDC, which is recorded

on a pre-tax basis and is credited to Interest Expense, for

the years ended December 31, 2Q04, 2003, and 2002, was

approximately $2.7 million, $5.7 million, and $10.1 milhon,

respectively.

With the deregulation of CG8E's generation assets, the

AFUDC method is na longer used to capitabze the cost af funds

used during generation-related construction at CG8E. See (iii)

for a discussian of capitalized interest. The equity and borrowed

funds compnnents of AFUDC have decreased from 2004 as

compared to 20Q3 and 2002, The majority of PSI's prajects are

being recovered through a constructian work in progress (CWIP)

tracker. Once CWIP projects are approved and included in the

CWIP tracking mechanism, the costs of funds are no longer

accrued on the project.

(iii) Capitalized Interest

We capitalize interest. Casts for nan-regulated canstruction

projects in accordance with Statement of Financial Accounting

Standards No. 34, Capitalization of Interest Cost (Statement 34).
The primary differences from AFUDC are that the Statement 34

methadology does not incLude a camponent for equity funds

and does not emphasize short-term borrowings over Long-term

borrowings. Capitabzed interest costs, which are recorded on

a pre-tax basis, for the years ended December 31, 2004, 2003,

and 2002, were appraximately $4.5 milhon, $7.9 million, and

$7.3 milban, respectively.

(I) INPAIRMENTS

(i) Long-Lived Assets

In accordance with Statement 144, we evaluate long-bved

assets for impairment when events or changes in circumstances

indicate that the carrying value of such assets may not be

recoverable. So long as an asset or group of assets is not held

for sale, the determination of whether an impairment has

occurred is based on an estimate of undiscounted future cash

flaws attributable to the assets, as compared with the carrying

value af the assets. If an impairment has occurred, the amount

of the impairment recogmzed is determined by estimating the

fair value of the assets and recarding a provision for an impair-

ment Lass if the carrying value is greater than the fair value.

Once assets are classified as held for sale, the comparisan of

undiscounted cash flows tn carrying value is disregarded and

an impairment loss is recogmzed for any amount by which the

carrying value exceeds the fair vaLue of the assets less cnst

to selL
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(ii) Unconsolidated Investments

We evaluate the recoverability of investments in

unconsolidated subsidiaries when events or changes in

circumstances indicate the carrying amount of the asset is

other than tempararily impaired. An investment is considered

impaired if the fair value of the investment is less than its

carrying value. We only recogni'ze an impairment loss when

an impairment is considered to be other than temporary. We

consider an impairment to be other than temporary when a

forecasted recovery up ta the investment's carrying value is not

expected for a reasonable period of time. We evaluate several

factors, including but not limited to aur intent and ability

to hold the investment, the severity of the impairment, the

duration af the impairment, and the entity's historical. and

projected financial performance, when determining whether or

not an impairment is other than temporary. Once an investment

is considered other than temporarily impaired and an impair-

ment loss is recognized (as Miscellaneous Income (Expense)—
Net), the carrying value of the investment is not adjusted for

any subsequent recoveries in fair value. As of December 31,
2004, we do not have any material unrealized losses that are

deemed to be temporary in nature. See Note 15(A) for the

amount of impairment charges incurred during the year.

(O) ASSET RETIREMENT OBLIGATIONS AND ACCRUED

COST OF REMOVAL

In accordance with Statement 143, we recognize the fair value

of legal obligatinns associated with the retirement or removal.

af long-lived assets at the time the obligations are incurred

and can he reasonably estimated. The imtial recognition of this

Liability is accompanied by a carresponding increase in praperty,

plant, and equipment. Subsequent to the initial recognition, the

liability is adjusted for any revisions to the expected vabIe of

the retirement obiigatian (with corresponding adjustments to

property, plant, and equipment), and for accretion of the

liability due to the passage of time (recognized as Operation

and maintenance expense). Additional depreciation expense

is recorded prospectively far any property, plant, and

equi pment increases.

We do nat recogmze liabihties for asset retirement obligations

for which the fair value cannot be reasonably estimated. CGBE

and PSI have asset retirement obligations associated with

river structures at certain generating stations. However, the

retirement date far these river structures cannot he' reasonably

estimated; therefore, the fair value of the associated liability

currently cannot he estimated and no amaunts are recogmzed

in the financial statements.

CG8E's transmission and distribution business, PSI, and

ULHRP ratabLy accrue the estimated retirement and removal cost

of rate regulated property, plant, and equipment when removal

of the asset is considered Likely, in accordance with established

regulatary practices. The accrued, but not incurred, balance for

these costs is dassified as Regulatory liabilities, under

Statement 71, as previously disclosed in (C). Effective with aur

adoption of Statement 143, on january 1, 2003, we dn not

accrue the estimated cost of removal when no legal obligation

assariated with retirement or removal exists for any of our

non-regulated assets (including CGSE's generation assets).

See (Q)(iv) for a summary of cumulative effect adjustments.

(K) DERIVATIVES

We account far derivatives under Statement 133, which requires

aLL derivatives, subject to certain exemptions, to be accounted

for at fair value. Changes in a derivative's fair value must be

recogmzed currently in earnings unless specific hedge account-

ing criteria are met. Gains and losses on derivatives that qualify

as hedges can (a) offset related fair value changes on the

hedged item in the Statements of Income for fair value hedges;

or (b) be rec:orded in other comprehensive incnme for cash flow

hedges. To qualify for hedge accounting, derivatives must be

designated as a hedge (for example, an offset of interest rate

risks) and must be effective at reducing the risk associated

with the hedged item. Accordingly, changes in the fair values or

cash flows of instruments designated as hedges must be highly

correlated with changes in the fair values or cash flaws of the

related hedged items.

(i) Energy Marketing and Trading

We accaunt for aLL energy trading derivatives at fair value.

These derivatives are shown in our Balance Sheets as Energy

risk management assets and Energy risk management liabilities.

Changes in a derivative's fair value represent unrealized gains

and losses and are recognized as revenues in our Statements

of Incame unless specific. hedge accounting criteria are met,

Nan-trading derivatives involve the physicaL delivery of

energy and are therefore typically accnunted for as accrual

contracts, unless the contract does not qualify for the normal

purchases and sales scope exception in Statement 133. Accrual

contracts are not adjusted for changes in fair value.

Although we intend to settle accrual contracts with

company-owned assets, occasionally we settle these contracts

with purchases nn the open trading markets. The cost of these

purchases could he in excess of the associated revenues. We

recognize the gains or Losses on these transactians as delivery

occurs. Open market purchases may occur for the following

reasons:

N generating station nutages;

w least-cost alternative;

a native load requirements; and

N extreme weather.
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We value derivatives using end-of-the-period fair values,

utilizing the following factors (as appUcable):

@ closing exchange prices (that is, closing prices for

standardized electricity and natural gas products traded

on an organized exchange, such as the NYMEX);

RI broker-dealer and over-the-counter price quotations; and

IR model pricing (which considers time value and historicai

volatihty factors of electricity and natural gas).

(in millions) 2004 2003

Portion of gain (loss) on hedging instruments

determined ta be ineffective

Portion of gain on hedging instruments

related tn changes in time value excluded

from assessments of ineffectiveness

$ (2) $-

In Qctober 2002, the EITF reached a consensus in EITF 02-3

to rescind EITF 98-10. EITF 98-10 permitted non-derivative

contracts to be accounted for at fair value if certain criteria

were met. Effective with the adoption of EITF 02-3 on January 1,
2003, non-derivative contracts and natural gas held in storage

that were previously accounted far at fair value were required

to be accounted far on an accrual basis, with gains and losses

on the transactions being recognized at the time the contract

was settled. See (Q)(iv) for a summary of cumulative

effect adjustments.

As a respanse to this discontinuance of fair value accaunting,

in June 20Q3, we began designating derivatives as fair value

hedges for certain volumes nf our natural gas held in starage.

Under this accounting election, rhanges in the fair vable of

both the derivative as well as the hedged item (the specified

gas held in storage) are included in the Statements of Income.

We assess the effectiveness af the derivatives in offsetting the

change in fair value of the gas held in storage on a quarterly

basis. Selected information on aur hedge accounting activities

was as follows:

At December 31, 2004, the ineffectiveness of instruments

that we have classified as cash flaw hedges of variable-rate

debt instruments was not materiaL Reclassification of unrealized

gains or losses on cash flow hedges of debt instruments from

Accumulated other comprehensive income (loss) occurs as

interest is accrued on the debt instrument. The unreabzed

losses that will be reclassified as a charge to Interest Expense

during the twelve-month period ending December 31, 2005,

are not expected to be material.

(L) INTANGIBLE ASSETS

We adopted Statement of Financial Accounting Standards

No. 142, Goodwill and Other Intangible Assets (Statement 142)

in the first quarter of 2002. Under the pravisions of Statement

142, goodwiLl and other intangible assets with indefinite Lives

are not amartized. Statement 142 requires that goodwilL is

assessed annualLy, or when circumstances indicate that the fair

value of a reporting unit has decLined significantly, by applying

a fair-value-based test. This test is applied at the "reporting

unit" level, which is not broader than the current business

segments discussed in Note 16. Acquired intangible assets are

separately recognized if the benefit of the intangible asset is

obtained through contractual or other Legal rights, or if the

intangible asset can be sold, transferred, bcensed, rented,

or exchanged, regardless of intent to do so.

We finalized nur transition impairment test in the

faurth quarter of 2002 and recagnized a non-cash impairment

charge nf approximately $11 million (net of tax) for goodwill

related to certain of our international assets. This amount is

reflerted in our Statements of Income as a cumulative effect

adjustment, net of tax. See (Q)(iv) for a summary of cumuLative

effect adjustments.

(M) INCOME TAXES

Total. included in Gas operating revenues $26 $5

(ii) Financial

In addition to energy marketing and trading, we use

derivative financial instruments to manage exposure to

fluctuations in interest rates. We use interest rate swaps

(an agreement by two parties to exchange fixed-interest rate

cash flaws for variable-interest rate cash flows) and treasury

locks (an agreement that fixes the yield or price on a speafic

treasury security for a specific period, which we sometimes use

in connectian with the issuance of fixed rate debt). We account

for such derivatives at fair value and assess the effectiveness of

any such derivative used in hedging activities.

We file a consnlidated federal income tax return and

combined/consolidated state and local tax returns in certain

jurisdictions. Cinergy and its subsidiaries have an income tax

allocation agreement, which conforms to the requirements of

the PUHCA. The corporate taxable income method is used to

allocate tax benefits tn the subsidiaries whose investments

or results of operations provide those tax benefits. Any tax

habihty not directly attributable to a specific subsidiary is

alLocated proportionately among the subsidiaries as required

by the agreement.

Statement 109 requires an asset and liability approach for

financial accounting and reporting of income taxes. The tax

effects nf differences between the financiaL reporting and tax

basis of accounting are reported as Deferred income tax assets

or liabih'ties in our Balance Sheets and are based on currently

enacted income tax rates. We evaluate quarterly the realizability

of our deferred tax assets by assessing our valuation allowance

and adjusting the amount af such allowance, if necessary.
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Investment tax credits, which have been used to reduce our

federal income taxes payable, have been deferred for financial

reporting purposes. These deferred investment tax credits are

being amortized over the useful hves of the property to which

they are related. For a f'urther discussion of income taxes, see

Note 10.

(N) CONTINGENCIES

Accounting for Postretiremeni Benefits Other Than Pensions

(Statement 106).
We review and update our actuariaL assumptions for aur

pension and postretirement benefit plans on an annual basis,

unless plan amendments or other significant events require

earlier remeasurement at an interim perind. For additional

information on pension and other pnstretirement benefits,

see Note 9.

In the normal course of' business, we are subject to varinus

regulatory actions, proceedings, and lawsuits related to

environmental, tax, or other legal matters. We reserve for these

potential contingencies when they are deemed probable and

reasonably estimable habihties. We heheve that the amounts

provided for in our financial statements are adequate. However,

these amounts are estimates based upon assumptions involving

judgment and therefore actual results could differ. For further

discussion of contingencies, see Note 11.

(0) PENSION AND OTHER POSTRETIREMENT BENEFITS

We provide benefits to retirees in the form of pension and other

postretirement benefits. Our reported costs of providing these

pension and other postretirement benefits are developed by

actuarial valuations and are dependent upan numernus factors

resulting from actual plan experience and assumptions of future

experience. Changes made to the provisions af the plans may

impact current and future pension casts. Pension costs associ-

ated with our defined benefit plans are impacted hy employee

demographics, the Level of contributions we mal&e to the plan,

and earnings on plan assets. These pensian costs may also be

significantly affected by changes in key actuarial assumptions,

including anticipated rates of return on plan assets and the

discount rates used in determining the projected benefit

obligation. Changes in pension obligations associated with the

previously discussed factors are not immediately recagmzed as

pension costs on the Statements of Income but are deferred

and amortized in the future over the average remaining service

period of active plan participants to the extent they exceed

certain thresholds prescribed by Statement of Financial

Accaunting Standards No. 87, Employers' Accounting for Pensions

(Statement 87).
Other postretirement benefit costs are impacted by employee

demographics, per capita claims costs, and health care cast

trend rates and may alsa be affected by changes in key actuarial

assumptions, including the discount rate used in determining

the accumulated postretirement benefit obligation (APBO).

Changes in postretirement benefit abhgations associated with

these factors are not immediately recngmzed as postretirement

benefit costs but are deferred and amortized in the future over

the average remaining service period of active plan participants

to the extent they exceed certain thresholds prescribed by

Statement. of Financial Accounting Standards No. 106, Employers'

(P) STOCK-BASED COMPENSATION

In 2003, we prospectively adopted accounting for our

stacl&-based campensation plans using the fair value recogmtion

provisions of Statement of Financial Accounting Standards

Nn. 123, Accounting for Stock-Based Compensation (Statement

123), as amended by Statement 148, for all employee awards

granted or with terms modified on or after January 1, 2003.
Prior to 2003, we had accounted far our stock-based compensa-

tion plans using the intrinsic value method under Accounting

Principles Board Opinion No. 25, Accounting for Stock Issued to

Employees (APB 25). See Note 2(C) for further information on

our stock-based compensation plans. The impact on our Net

Incame and earnings per common share (EPS) if the fair value

based methad had been appLied to all outstanding and unvested

awards in each period was not materiaL In Dec.ember 2004, the

FASB issued a revision of Statement 123 entitled Share-Based

Payment, See (Q)(B) for further informatian.

(Q) ACCOUNTING CHANGES

(i) Consolidation of VIES

In January 2003, the FASB issued Interpretation 46,

which significantly changed the consahdation requirements

for traditional SPEs and certain other entities subject ta its

scope. This interpretation defines a VIE as (a) an entity that

does not have sufficient equity tn support its activities without

additional financial support or (b) any entity that has equity

investors that do not have substantive vating rights, do not

absorb first dollar lnsses, or receive residual returns. These

entities must he consohdated whenever we would he anticipated

to absorb greater than 50 percent of the losses or receive

greater than 50 percent of the returns.

In accordance with its two stage adoption guidance, we

implemented Interpretation 46 for traditionaL SPEs on July 1,
2003, and for all other entities, including certain operating

joint ventures, as of March 31, 2004. The consolidation of

certain operating joint, ventures as of March 31, 2004, did

not have a material impact on our financial position ar results

of aperations.

On July 1, 2003, Interpretation 46 required us to consagdate

two SPEs that have individual power sale agreements with CMP.

Further, we were no Longer permitted to cansolidate a trust that

was established by Cinergy Corp. in 2001 to issue approximately

$316 million of combined preferred trust securities and stock
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purchase contracts. Prior period financiaL statements were not

restated for these changes. For further information on the

acrounting for these entities see Notes 3(A) and (8).
We have concluded that our accounts receivable sale faciLity,

as discussed in Note 3(C), wilt remain unconsolidated sl'nce it

involves transfers of financial assets to a qualifying SPE, which

is exempted from consolidation by Interpretation 46 and

Statement 140.

(ii) Share-Based Payment

In December 2004, the FASB issued a replacement of

Statement 123, Statement 123R. This standard will require

accounting for all stock-based compensation arrangements

under the fair value method in addition to other provisions.

In 2003, we prospectively adopted accounting for our

stocl&-based campensation plans using the fair value recognition

provisions of Statement 123, as amended by Statement 148, for

all empLoyee awards granted or with terms modified an nr after

January 1, 2003. Therefore, the impart af implementation of

Statement 123R on stock optians within our stock-based

compensation plans is not expected to be material. Statement

123R contains certain provisions that will modify the accaunt-

ing for variaus stacl&-based compensation plans other than stock

aptions. We are in the process af evaluating the impact of this

new standard on these plans. We wiK adopt Statement '123R on

July 1, 2005.

(iii) Income Taxes

In October 2004, the AJCA was signed inta law. The AJCA

includes a one-time deduction af 85 percent of certain foreign

earnings that are repatriated, as defined in the AJCA. In

December 2004, the FASB issued Staff Position 109-2,

Accounting and Disclosure Guidance for the Foreign Earnings

Repatriatio Provision vvithin the American Jabs Creation Act af
2004, The staff position allows additional time fnr an entity ta

evaluate the effect of the Legisiatian an its plan for repatriation

of foreign earrdngs for purposes of applying Statement 109. We

will complete our evaluation of the effects of the provision on

our plan for repatriation of fareign earnings in 2005.

(iv) Cumulative Effect of Changes in Accounting Principles,

Net of Tax

In 2003, we reragnized Cumulative effect of changes in

accounting principles, net of tax as a result of the reversal of

accrued cost of removal for non-regulated generating assets in

conjunction with the adoption nf Statement 143 and the change

in accounting for certain energy related contracts from fair

value to accruaL in accordance with the rescission nf EITF 98-10.

In 2002, we recognized a Cumulative effect of a change in

accounting principle, net of tax loss as a result of the valuation

and impairment of gandwill with the implementation of

Statement 142. The foHowing table summarizes these

cumulative effect adjustments and their related tax effects.

2003

YEAR TO BATE OECEMBER 32

2002

(in millions)

TAX

BEFORE-TAX (EXPENSE)

AMOUNT BENEFIT

NET-OF-TAX

AMOUNT

TAX

BEFORE-TAX (EXPENSE)

AMOUNT BENEFIT

NET-OF-TAX

AMOUNT

Goodwill impairment (Statement 142 adoption)
Rescission of EITF 98-10 (EITF 02-3 adoption)
Asset retirement obhgation (Statement 143 adoption)

$ — $ - $ $(11) $ — $(11)
(20) 8 (12)
64 (») 39

$44 $(17) $27 $(11) $ — $(11)

(R) TRANSLATION OF FOREIGN CURRENCY (5) RELATEO PARTY TRANSACTIONS

We translate the assets and liabilities of foreign subsidiaries,

whose functional currency (generaliy, the local currency nf the

country in which the subsidiary is Located) is not the United

States dollar, using the appropriate exchange rate as of the

end of the year. We translate income and expense items using

the average exchange rate prevaihng during the month the

respective transaction occurs. We record translation gains and

losses in Accumulated other comprehensive income (loss),
which is a component of common stock equity. When a foreign

subsidiary is sold, the cumulative translation gain or loss as

of the date of sale is removed fram Accumulated other

comprehensive income (loss) and is recognized as a component

af the gain or loss on the sale of the subsidiary in our

Statements of Income.

Our utibty operating campanies engage in related party

transactions. These transactions, which are eliminated upon

consolidation, are generally performed at cost and in accordance

with the SEC regulations under the PUHCA and the apphcable

state and federal commission regulations.
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2. Common Stack

(A) CHANGES IN COMMON STOCK OUTSTANDING

The following table reflects information related to shares of common stock issued for stock-based plans.

SHARES NUMBER OF

AUTHORIZED FOR SHARES

ISSUANCE UNDER AVAILABLE FOR

PLAN FUTURE ISSUANCEI'I 2004 2003 2002

SHARES USED TO GRANT OR SEITLE AWARDS

Cinergy Corp. 1996 Long-Term Incentive

Compensation Plan (LTIP)

Cinergy Corp. Stock Option Plan (SOP)

Cinergy Corp. Employee Stock Purchase and Savings Plan

Cinergy Corp. UK Sharesave Scheme

Cinergy Corp. Retirement Plan for Directors

Cinergy Corp. Directors' Equity Compensation Plan

Cinergy Corp. Directors' Deferred Compensation Plan

Cinergy Corp. 401(k) Plans

Cinergy Corp. Direct Stock Purchase and

Dividend Reinvestment Plan

Cinergy Corp. 401(k) Excess Plan

14,500,000

5,000,000
2,000,000

75,000
175,000(ti

75,000
200,000

6,469,373(t&

3,000,000(1 l

100,000(tl

3,122,900
1,318,500

1,482, 664
62,200

41,034
103,234

2,785,258

1,035,551

1,729,679
393,523

7,313
5,909
1,095
5,388

1,174,600

1,742, 046
421,611
168,756

3,364
5,602

3,824

25,826

1,544, 900

674,005
870,867

4, 912
8,878

1,768

196

964,615

627.205 679,301 657,943

(1) plan does not contoin an authorization limit The number of shares presented reflects amounts registered with the SEC as of December 31, 200zr.

(2) Shares axai(ab(e exclude the number af shares ta be issued upon exe'rrise of outstanding oph'ans, wanonts, and rights.

We retired 829,575 shares of comman stack in 2004,

519,976 shares in 2003, and 422, 908 shares in 2002, mainly

representing shares tendered as payment for the exercise of

previously granted stock aptions.

In February 2002, we issued 6.5 million shares of common

stock with net proreeds of approximately $200 miKian which

were used to reduce short-term debt and for other general

corporate purpases,

In January 2003, we filed a registration statement with the
SEC' with respect to the issuanre of common stock, preferred

stack, and other securities in an aggregate offering amount of

$750 million. In February 2003, we sold 5.7 milhon shares of

common stoci& with net praceeds of approximately $175 million

under this registration statement. The net proceeds from the

transaction were used to reduce short-term debt and for other

general corporate purposes. In December 2004, we issued

6.1 million shares of common stork with net proceeds of

approximately $247 million, which were use&i to reduce

short-term debt.

In January and February 2005, we issued a tatal of

9.2 million shares of common stock pursuant to certain

stock purchase contracts that were issued as a component

of combined securities in December 2001. Net proceeds from

the transactian of approximately $316 million were used to

reduce short-term debt. See Note 3(B) for further discussion

of the securities.

(B) DIVIDEND RESTRICTIONS

Cinergy Corp.'s ability to pay dividends to holders of its common

stock is principally dependent on the abihty of CG8E and PSI

to pay Cinergy Corp. dividends on their common stock. Cinergy

Corp. , CGSE, and PSI cannot pay dividends on their common

stock if their respective preferred stock dividends or preferred

trust dividends are in arrears. The amaunt of common stock

dividends that each campany can pay is also limited by certain

capitalization and earnings requirements under CGBE's and

PSI's credit instruments. Currently, these requirements da not

impact the abihty of either company to pay dividends on its

common stock.

(C) STOCK-BASED COMPENSATION PLANS

We currently have the fallowing stock-based compensation plans".

M LTIP;

IR SOP;

Rl Employee Stock Purchase and Savings Plan;

RI UK Sharesave Scheme;

Ri Retirement Plan for Directors;

Rl Directors' Equity Compensatian Plan;

Bi Directors' Deferred Compensation Plan;

RI 401(k) Plans; and

~I 401(k) Excess Plan.
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The LTIP, the SOP, the Employee Stack Purchase and Savings

Plan, 401(k) Plans, and the 401(k) Excess Plan are discussed

below. The activity in 2004, 2003, and 2002 far the remaining

stork-based compensation plans was not significant.

In 2003, we prospectively adopted accounting for our

stock-based compensation plans using the fair value recognition

provisions of Statement 123, as amended by Statement 148, for

all employee awards granted or with terms modified on or after

January 1, 2003. Prior to 2003, we had accounted for our

stork-based compensation plans using the intrinsic value

method under APB 25. See Note 1(P) for additional informatian

an casts we recognized related to stocl&-based compensation

plans. Effective July 1, 2005, we will adnpt Statement 123R.

See Note 1(Q)(ii) far additianal information regarding this new

accounting standard.

(i) LTIP

Under this plan, certain l&ey employees may be granted

incentive and non-qualified stock nptions, stocl& appreciation

rights (SARs), restricted stock, dividend equivalents, phantom

stock, the apportunity to earn perfarmance-based shares and

certain other stock-based awards. Stock optians are granted

ta participants with an option price equal to or greater than

the fair market value on the grant date, and generally with

a vesting period of three years. The vesting period begins

on the grant date and all options expire within 10 years from

that date.

Historically, the performance-based shares have been paid

100 percent in the form of common stocl&. In order to maintain

market com petitiveness with respert to the form of LTIP awards

and ta ensure continued comphance with internal guidelines on

common share dgution, in 2003, the Compensation Committee

of the Cinergy Carp. Board of Directors approved the future

payment of performance-based share awards 50 percent in

comman stock and 50 percent in cash. As a result, the expected

cash payout portion of the performance shares is reported in

Current Liabilities —Other and Non-Current Liabilities —Other.

Entitlement to performance-based shares is based on aur

total shareholder return (TSR) over designated Cycles as

measured against a pre-defined peer group. Target grants of

performance-based shares were made far the following Cycles:

Participants may earn additional. performance shares if

our TSR exceeds that af the 55th percentile of the TSR of

its peer group. For the three-year performance period ended

December 31, 2004 (Cycle VI), approximately 634,000 shares

(including dividend equivalent shares) were earned, based an

our relative TSR.

(ii) SOP

The SOP is designed to align executive campensatinn

with shareholder interests. Under the SOP, incentive and

nan-qualified stock optians, SARs, and SARs in tandem with

stock options may be granted to key employees, officers, and

outside directors. The activity under this plan has predominantly

ransisted of the grant of stnck options. Options are granted

with an option price equal to the fair marl&et value of the shares

on the grant date. Optians generally vest over five years at

a rate of 20 percent per year, beginning on the grant date,

and expire 10 years from the grant date. As of October 2004,

no additional incentive stock options may be granted under

the plan.

(iii) Employee Stock Purchase and Savings Plan

The Employee Stack Purchase and Savings Plan allows

essentially all full-time, regular employees to purchase shares

of common stock pursuant to a stock option feature. The last

offering period began Nay 1, 2001, and ended June 30, 2003,

with 168,101 shares purchased and the remaining cash

distributed to the respective participants. The purchase

price far all shares under this offering was $32.78.

(in thousands)

CYCLE

GRANT PERFORMANCE TARGET

DATE PERIOD GRANT OF SHARES

VII

VIII

IX

1/2003 2003-2005
1/2004 2004-2006

1/2005 2005-2007

411
404
395
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Activity for 2004, 2003, and 2002 for the LTIP, SOP, and Employee Stock Purchase and Savings Plan is summarized as follows:

LTIP AND SOP

EMPLOYEE STOCK PURCHASE

AND SAVINGS PLAN&0

SHARES SUBJECT WHGHTED AVERAGE

TO OPTION EXERGSE PRICE

SHARES SUBJECT

TO OPTION

WEIGHTED AVERAGE

EXERCISE PRICE

Balance at December 31, 2001
Options granted(')

Options exercised

Options forfeited

Balance at December 31, 2002

Options grantedp)

Options exercised

Options forfeited

Balance at December 31, 2003
Options grantedlt)

Options exercised

Options forfeited

7,447, 778

1,24 1,200

(1,308,738)
()8,540)

7,361,700
897,100

(1,630,046)
(59,300)

6,569,454
739,200

(1,950,570)
(32,700)

$27.63
32,27
23.96
31,57

29.06
34.30
24.89
30.51

30.79
38.79
26.41
35.95

278,325

(4,912)
(55,243)

218,170

(168,101)
(50,069)

$32.78

32.78
32.78

32.78

32.78
32.78

Balance at December 31, 2004 5,325,384 $33.35

Options Exercisable(3):

At December 31, 2002

At December 31, 2003
At December 31, 2004

3,744, 420 $28.98
3,700,346 $29.52

2, 706,876 $32.01

(1) Shares were not offered after June 30, 2003,

(Z) Options were not granted under the SOP during 2004, Z003, or 20OZ.

(3) The options under the Employee Stock Purchase and Savings Plan are generally only exercisable at the end of the affering period,

The weighted average fair value of options granted under the

LTIP was $5.65 in 2004, $4.96 in 2003, and $4.95 in 2002. The

fair values of options granted were estimated as of the grant

date using the Black-Scholes option-pricing model and the

following assumptions:

Risk-free interest rate

Expected dividend yield

Expected life

Expected volatihty

2004

3.35%
4.97%
5.33 yrs,

24.47%

LTIP

2003 2002

3.02% 3.92%
5.34% 5.66%
5.35 yrs. 5 42 yrs.

26.15% 26.45%

Price ranges, along with certain other informatiori, for options outstanding under the combined LTIP and SOP plans at

December 31, 2004, were as follows:

OUTSTANDING EXERGSABLE

EXERGSE

PRICE RANGE

NUMBER

OF SHARES

WEIGHTED

WEIGHTED AVERAGE

AVERAGE REMAINING

EXERCISE CONTRACTUAL

PRICE LIFE

NUMBER

OF SHARES

WEIGHTED

AVERAGE

EXERCISE

PRICE

$23.66 —$33.64

$33.88 —$36.88

$37.82 —$39.65

2,315,346
2,061,638

948,400

$29.59 6.00 yrs. 1,264, 238 $27.42

$35.09 5.90 yrs. 1,233,938 $35.60
$38.74 7.68 yrs. 208,700 $38.59
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(iv) 40I (k) Plans

We sponsor 401(l&) employee retirement plans that cover

substantially all Urdted States employees. Employees can

contribute up to 50 percent of pre-tax base salary (subject to

IRS limits) and up to 15 percent of after-tax base salary. We

mal&e matching contributions to these plans in the form of

common stock, contributing 100 percent of the first three

percent of an employee's pre-tax contributions plus 50 percent

of the next two percent of an employee's pre-tax contributions,

and we have the discretion to mal&e incentive matching

contributions based on our net income. Emptoyees are immedi-

ately vested in both their contributions and our matching

contributions. Cinergy's matching contributions for the years

ended December 31, 2004, 2003, and 2002 were approximately

$20 miliion, $18 milbon, and $19 million, respectively.

Effective January 1, 2003, each Cinergy employee whose

pension benefit is determined using a cash balance formula

is also eligible to receive an annual deferred profit sharing

contribution, calculated as a percentage of that employee's

total pension ehgible earnings. The deferred profit sharing

contribution made by Cinergy is based on the corporate net

income performance level for the year, and is made to the

401(l&) plans in the form of common stock. Each year' s

contribution must remain invested in Cinergy Corp. common

stock for a mindmum of three years, or until an employee

reaches age 50. Employees age 50 or older may transfer

their benefit from Cinergy Corp. common stod& into another

investment option offered under our 401(k) plans. Employees

vest in their benefit upon reaching three years of service, or

immediately upon reaching age 65 while employed. We have

recorded approximately $2.4 million and $1.5 million, respec-

tively, of profit sharing contribution costs for the years ended

December 31, 2004 and December 31, 2003.

(v) 401(k) Excess Plan

The 401(k) Excess Plan is a non-quahfied deferred

compensation plan for a select group of Cinergy management

and other highly compensated employees. It is a means by

which these employees can defer additional compensation, and

rereive company matching contributions, provided they have

already contributed the maximum amount (pursuant to the

anti-discrimination rules for highly compensated employees)

under the qualified 401(k) Plans. All funds deferred are held

in a rabbi trust administered by an independent trustee.

3.Variable Interest. Entities

{A) POWER SALE SPEs

In accordance with Interpretation 46, we consolidate two

SPEs that have individual power sale agreements with CMP for

approximately 45 MW of capadty, ending in 2009, and 35 MW

of capacity, ending in 2016. In addition, these SPEs have

individual power purchase agreements with Capital 8 Trading

to supply the power. Capital 8 Trading atso provides various

services, including certain credit support facihties. Upon the

initial. consobdation of these two SPEs on July 1, 2003,

approximately $239 milHon of notes receivable, $225 minion of

non-recourse debt, and misceHaneous other assets and liabibties

were included on our Balance Sheets. The debt was incurred by

the SPEs to finance the buyout of the existing power contracts

that CMP held with the former suppliers. The cash flows from

the notes receivable are designed to repay the debt. Notes 4

and 8 provide additional information regarding the debt and

the notes receivable, respectively.

{8) PREFERRED TRUST SECURITIES

In December 2001, we issued approximately $316 million

notional amount of combined securities consisting of (a)
6.9 percent preferred trust securities, due February 2007, and

(b) stock purchase contracts obligating the holders to purchase

between 9.2 and 10.8 million shares of Cinergy Corp. common

stock by February 2005. A $50 preferred trust security and stock

purchase contract were sold together as a single security unit

(Unit). The preferred trust securities were issued through a trust

whose common stock is 100 percent owned by Cinergy Corp.

The stock purchase contracts were issued directly by Cinergy

Corp. The trust loaned the proceeds from the issuance of the

securities to Cinergy Corp. in exchange for a note payable to

the trust that was eliminated in consolidation. The proceeds

of $306 million, whirh is net of approximately $10 million of

issuance rosts, were used to pay down our short-term indebted-

ness. In January and February 2005, certain holders settled the

stork purchase contracts early and elected to remove the units

from the remarl&eting. In February 2005, the remaining preferred

trust securities were successfully remarketed and the dividend

rate was reset at 6.9 percent. The preferred trust securities

will mature in February 2007. To settle the stock purchase

contracts, we issued 9.2 million shares of common stock at

the ceihng price of $34.40 per share as the market price of

the stock exceeded the ceiling price of the contract. Net

proceeds of approximately $316 million were used to repay

short-term indebtedness.
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Each Unit continues to receive quarterly cash payments of

6.9 percent per annum of the notional amount, which represents

a preferred trust security dividend. Each Unit received quarterly

cash payments of 2.6 percent per annum of the notional

amount, which represented principal and interest on the stock

purchase contracts. These payments ceased upon delivery of the

shares in January and February 2005. The trust's ability to pay

dividends on the preferred trust securities is solely dependent

on its receipt of interest payments from Cinergy Corp. on the

note payable. However, we have fully and unconditionally

guaranteed the preferred trust securities.

As of 3uiy 1, 2003, we no longer consobdate the trust that

was estabhshed to issue the preferred trust securities. The

preferred trust securities are no Longer included in our Balance

Sheets. In addition, the note payable owed to the trust, which

has a current carrying value of $322 million, is included in

Long-term debt.

(C) SALES OF ACCOUNTS RECEIVABLE

In February 2002, our utility operating companies entered into

an agreement to seLL certain of their accounts receivable and

related collections. We formed Cinergy Receivables to purchase,

on a revolving basis, nearly all of the retail accounts receivable

and related collections of our utility operating companies.

Cinergy Corp. does not consolidate Cinergy Receivables since it
meets the requirements to be accounted for as a qualifying SPE.

The transfers of receivables are accounted for as sales, pursuant

to Statement 140.

The proceeds obtained from the sales of receivables are

largely cash but do include a subordinated note from Cinergy

Receivables for a portion of the purchase price (typically

approximates 25 percent of the total proceeds). The note is

subordinate to senior loans that Cinergy Receivables obtains

from commercial paper conduits controlled by unrelated financial

institutions. Cinergy Receivables provides credit enhancement

related to senior loans in the form of over-collateralization of

the purchased receivables. However, the over-collateralization is

calculated monthly and does not extend to the entire pool of

receivables held by Cinergy Receivables at any point in time.

As such, these senior loans do not have recourse to aLL assets

of Cinergy Receivables. These Loans provide the cash portion

of the proceeds paid to our utibty operating companies.

This subordinated note is a retained interest (right to

receive a specNed portion of cash flows from the sold assets)

under Statement 140 and is classified within Notes receivable

on our Balance Sheets. In addition, our investment in Cinergy

Receivables constitutes a purchased beneficial interest

(purchased right to receive specified cash flows, in our case

residual cash flows), which is subordinate to the retained

interests held by our utibty operating companies. The carrying

values of the retained interests are determined by allocating

the carrying value of the receivables between the assets sold

and the interests retained based on relative fair value. The

key assumptions in estimating fair value are credit losses

and selection of discount rates. Because (a) the receivables

generaLLy turn in less than two months, (b) credit losses are

reasonably predictable due to each company's broad customer

base and lack of signNcant concentration, and (c) the

purchased beneficial interest is subordinate to all retained

interests and thus would absorb losses first, the aLLocated bases

of the subordinated notes are not materially different than their

face value. Interest accrues to our utihty operating companies

on the retained interests using the accretable yield method,

which generalLy approximates the stated rate on the notes

since the allocated basis and the face value are nearly

equivalent. Cinergy Corp. records income from Cinergy

Receivables in a similar manner. We record an impairment

charge against the carrying value of both the retained interests

and purchased beneficialinterest whenever we determine that

an other-than-temporary impairment has orrurred (which is

unhl&ely unless credit losses on the receivables far exceed the

anticipated level).

The key assumptions used in measuring the retained interests

are as follows (all amounts are averages of the assumptions

used in sales during the period):

Anticipated credit loss rate

Discount rate on expected cash flows

Receivables turnover rate&0

2004

0.7%
3 8%

12 6%

2002

0 6%

4.4%
12.8%

(I) Receivables at eoch month-end divided by onnuobzed sales for the month.

The hypothetical effect on the fair vable of the retained

interests assuming both a 10 percent and 20 percent unfavorable

variation in credit Losses or discount rates is not material due

to the short turnover of receivables and historicaLLy low credit

loss history.

CG8E retains servlring responsibilities for its role as a

collection agent on the amounts due on the sold receivables.

However, Cinergy Receivables assumes the risk of rollection

on the purchased receivables without recourse to our utihty

operating compames in the event of a loss. WhiLe no direct

recourse to our utibty operating companies exists, these enti-

ties risk toss in the event collections are not sufficient to allow

for full recovery of their retained interests. No servicing asset

or liability is recorded since the servicing fee paid to CG8E

approximates a market rate.
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The fallowing table shows the gross and net receivables sold,

retained interests, purchased beneficial interest, sales, and cash

flows during the periods ending December 31, 2004 and 2003.

In April 2003, PSI redeemed $26.8 miHion of the faHowing

Series A, Medium-term Notes:

(in millions)

(in millions) 2004 2003 PRINCIPAL AMOUNT INTEREST RATE MATURITY OATE

Receivables soLd as of period end

Less: Retained interests

Net receivables sold as of period end

Purchased beneficial interests

$ 538 $ 487
194 172

$344 $315

$ 18 $ 14

$ 2.0
5.0
3.0

16.8

8.3 7%

8.81
8.80
8.67

ll/08/2006
05/16/2022
05/18/2022
06/01/2022

Sales during period
Receivables sold

Loss recognized on sale

$3,895 $3,681
38 36

Cash flows during period
Cash proceeds from sold receivables

COHectian fees received

Return received on retained interests

$3,835 $3,601
2 2

17 16

A decline in the Long-term semor unsecured credit ratings of

our utility operating companies below investment grade wauld

resuLt in a termination of the sale program and discontinuance

of future sales of receivables, and could prevent Cinergy

Receivables from borrowing additionaL funds fram commercial

paper conduits.

(D) OTHER

We also hold interests in several joint ventures, primarily

engaged in cageneration and energy efficiency operatians,

that are considered VIES which dn not require cansolidation.

Our exposure to loss from nur involvement with these entities

is not materiaL

4. Long-Term Debt

Refer to the Statements af Capitahzation for detailed information

for our lang-term debt.

In March 2003, PSI borrowed the proceeds from the Indiana

Development Finance Authority's issuance of $35 miHion of

its Environmental Refunding Revenue Bonds, Series 2003, due

April 1, 2022. Interest was initiaHy set at 1.05 percent and

resets every 35 days by auction. Because the holders cannot

tender the bonds for purchase by the issuer while the Bonds

are in the auction rate mode, PSI's obhgation is ciassified as

Long-term debt. Later in March 2003, the proceeds from this

borrowing plus the interest income earned were used to cause

the refunding of the $35 miihon principal amount outstanding

of the City of Princeton, Indiana Pollution Control Revenue

Refunding Bonds, 1997 Series.

In June 2003, CGB,E issued $200 milhon principal amount

of its 5 3/8% 2003 Series B Debentures due June 15, 2033

(effective interest rate of 5.66 perrent). Proceeds from this

issuance were used for general corporate purposes, including the

funding of capital expenditures related to construction projects

and environmental compliance initiatives, and the repayment of

outstanding indebtedness.

ALso, in June 2003, CGBE modified existing debt resulting

in a $200 mHlion principal amount 5.40% 2003 Series A

Debenture with a 30-year maturity. The effective interest rate

is 6.90 percent.

In June 2003, CG8 E also redeemed its $100 million 8.28%

Junior Subordinated Debentures due July 1, 2025.

We adopted Interpretation 46 on July 1, 2003, as discussed

in Note 1(Q)(i). The adaptinn of this new accounting principle

had the following effects on Long-term debt:

RI We no longer consolidate the trust that held company

obligated, mandatorily redeemable, preferred trust securi-

ties of subsidiary, holding solely debt securities of the

company. This resulted in the removal of these securities

from our 2003 Balance Sheet and the addition to long-term

debt of a $319 miHion (net of discount) note payable that

Cinergy Corp. owes to the trust.

IR We consolidated two SPEs effective July 1, 2003. As a

result, we have approximately $200 miihon of additional

nan-recourse debt as of December 31, 2004, comprised of

twa separate nates.

The first note, with a December 31, 2004 baLance of

$93 milhon bears an interest rate of 7.81 percent and

matures in June 2009. The second note, with a December

31, 2004 balance of $107 million, bears an interest rate

of 9.23 percent and matures in November 2016.

In September 2003, PSI redeemed $56 miHian of its 5,93%

Series B, Medium-term Nates at maturity.

In September 2003, PSI issued $400 milhon principaL

amount nf its 5.00% Debentures due September 15, 2013

(effective interest, rate of 5.20 percent). Proceeds from this

issuance were used for the early redemptian at par of two

subordinated promissory notes to Cinergy Corp. totahng

$376 million, issued as consideration for two gas fired electric

peal&ing facilities transferred from Cinergy Corp. ta PSI in early

2003. The remaining proceeds were used to reduce short-term

indebtedness associated with general cnrporate purposes
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including funding capital. expenditures related tn ronstruction

projects and environmental. comphance initiatives.

In October 2003, CG8 E redeemed its $265.5 million First

Mortgage Bonds, 7.20% due October 1, 2023.

In December 2003, ULH8 P redeemed $20 milhon of its

6.11% Senior Debentures at maturity.

In February 2004, CG8 E repaid at maturity $110 million of

its 6.45% First Mortgage Bonds.

In April 2004, Cinergy Corp. repaid at maturity $200 million

of its 6.125% Debentures.

In September 2004, Cinergy Corp. repaid at maturity

$500 million of its 6.25% Debentures.

In November 2004, CG8E borrowed the proceeds from the

Ohio Air Quahty Development Authority's issuance of $47 million

principal amount of its State of Ohio Air Quality Development

Revenue Bonds 2004 Series A and $47 million principal amount

of its State of Ohio Air Quality Development Revenue Bonds

2004 Series B (for Loans totaling $94 miLUon), both due

November 1, 2039. Payment of principal and interest on the

Bonds when due is insured by separate bond insurance policies

issued by XL Capital Assurance. The irdtial interest rate for both

Series A and Series B was 1.92%. The interest rates on Series A

and Series 8 were initially reset on January 5, 2005 and

January 12, 2005, respectiveLy, and then every 35 days by

auction thereafter. Because the holders cannot tender the Bonds

for purchase by the issuer while the Bonds are in the auction

rate mode, these debt obhgations are classified as Long-term

debt. CG8 E is using the proceeds fram these borrowings to

assist in financing its portion of the costs of acquiring,

constructing and installing certain sohd waste disposal

facihties comprising air quality facilities at Units 7 and 8 at

CG8 E's majority-owned Miami Fart Generating Station (Miami

Fnrt Station).

In December 2004, PSI borrowed the proceeds from the

Indiana DeveLopment Finance Authority's issuance of $77 million

principal amount of its Environmental Revenue Bonds, Series

2004B and $77 million principal amount of its Environmental

Revenue Bonds, Series 2004C, both due December 1, 2039 (for

loans totahng $154 milhon). Payment of prina pal and interest

on the Bonds when due is insured by separate bond insurance

policies issued by XL Capital Assurance. The initial interest rate

for Series 20048 was 1.80% and for Series 2004C was 1.85%.

The interest rates nn both Series 2004B and Series 20040 were

initiaLLy reset on January 11, 2005 and then every 35 days by

auction thereafter. Because the holders cannot tender the Bonds

for purchase by the issuer while the Bands are in the auction

rate mode, these debt obligations are classified as Long-term

debt. PSI is using the proceeds from these borrnwings to assist

in the acquisition and construction of solid waste disposai

facilities located at various generating stations in Indiana.

(in millions)

2005(q
2006
2007
2008
2009
Thereafter

Total

LONG-TERM DEBT MATURITIES

$ 220

355
726
551
270

2,376

$4,498

(I) Includes lang-term debt with put provisions of TZOO million in Z005.

Maintenance and replacement fund provisions cnntained in

PSI's first mortgage band indenture require: (1) cash payments,

(2) bond retirements, or (3) pledges of unfunded property

additions each year based on an amount related lo PSI's

net revenues.

CG8E's transmission and distribution assets of approximately

$2.8 billion are subject to the lien of its first mortgage bond

indenture, The utility prnperty of PSI is also subject to the lien

of its first mortgage bond indenture.

As dist. ussed previously, CG8E and PSI periodically borrowed

proceeds from the issuance of tax exempt bonds for the purpose

of funding the acquisition and construction of sohd waste

disposal facilities located at various generating stations in

Indiana and Ohio. Because some of these facilities have not

commenced construction and others are not yet complete,

proceeds from the borrowings have been placed in escrow with

a trustee and may be drawn upon only as facihties are built and

quahfied costs incurred. In the event any of the proceeds are

not drawn, CGRE and PSI would eventually be required to return

the unused proceeds to bondholders. CG8E and PSI expect to

draw down all of the proceeds over the next three years.

In December 2004, ULH8P issued $40 million principaL

amount of its 5.00% Debentures due December 15, 2014

(effective interest rate of 5.26%). Proceeds from this issuance

were used for general corporate purposes and the repayment of

outstanding indebtedness.

The fallowing table reflects the long-term debt maturities

excluding any redemptions due to the exercise of caLl provisions

or capital lease obligations. CaKable means we have the right to

buy back a given security from the holder at a specified price

before maturity.
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5. Notes Payable and Other Short-Term
Obligations

Short-term obligatians may include:

Rt short-term notes;

E)t variable rate pollution control nates;

s cammercial paper; and

tgt maney pooL

SHORT-TERM NOTES

Short-term borrowings mature within one year fram the date af

issuance. We primarily use unsecured revolving bnes of credit

and the sale of commercial. paper for short-term borrowings.

A portion of Cinergy Corp.'s revolving lines is used to provide

credit suppnrt for commercial paper and letters of credit. When

revolving lines are reserved for commercial paper or backing

letters of credit, they are not available for additional borrowings.

The fees paid to secure short-term borrowings were immaterial,

during each of the years ended December 31, 2004, 2003,

and 2002.

At December 31, 2004, Cinergy Corp. had $1.3 bQlion remaining unused and available capacity relating to its $2 billion revalving

credit facibties. These revolving credit farilities include the fnllowing:

(in miaions)

CREDIT FACILITY

Five-year senior revolving

Direct borrowing

Commercial paper support

Total five-year facility(1)

Three-year senior revolving

Direct borrowing

Commercial paper support

L.etter of credit support

Total three-year facility&2)

EXPIRATION

December 2009

April 2007

ESTABLISHED

LINES

1,000

1,000

OUTSTANDING

AND

COMMITTED

676
12

688

UNUSED AND

AVAILABLE

1,000

312

Total Credit Facilities $2,000 $688 $1,312

(1) In Apn'1 2004, Cinergy Corp. successfully placed o 1500 millian 364-day senior unsecured revolving credit facility which replaced the 1600 million 364-day senior unsecured revolving

credit facility that expired in April 2004. In December 2004, Cinergy Corp. successfully replaced the 5500 mih'ian 364-day Jircility with a Tt billion five year fircihty.

(2) In April 2004, Cinergy Corp. successfully placed a Il bigion three-year senior unsecured revolving credit facility This facility replaced the 1400 million three-year senior unsecured

revolving credit facility that was set ta expire in )4ay 2004,

In addition to revolving credit faolities, Cinergy Corp. ,

CGB E, and PSI also maintain uncommitted bnes of credit. These

facihties are not guaranteed sources of capital and represent an

informal agreement to lend money, subject to availabihty, with

pricing to be determined at the time of advance. We have

established uncammitted Lines of $115 million, all of which

remained unused as af December 31, 2004.

VARIABLE RATE POLLUTION CONTROL NOTES

CGBE and PSI have issued certain variable rate pollution control

notes (tax-exempt notes nbtained to finance equipment or

land development for pollution controL purposes). Because

the holders of these notes have the right to have their notes

redeemed on a daily, weekly, or monthly basis, they are

reflected in Notes payable and other short-term obligations

on our Balance Sheets. At Derember 31, 2004, Cinergy had

$273 million outstanding in variable rate pollution cantrol

notes, classified as short-term debt. Any short-term pollution

control note barrowings outstanding do nat reduce the unused

and available shart-term debt regulatary authority of our

operating companies.
In August 2003, CGB E caused the remarl&eting by the Ohio

Air Quality Development Authority of $84 million of its State

of Ohio Air Quality Development Revenue Refunding Bonds,

due September 1, 2030. The issuance consists of a $42 miQion

1995 Series A and a $42 million 1995 Series B. The remart&eting

effected the conversion from a daily interest rate reset mode

supported by a letter of credit to an unsecured weekly interest

rate mode. The interest rate for bnth series was initially set at

1.30 percent and will reset every seven days going forward.

Because the holders of these notes have the right to have their

notes redeemed on a weekLy basis, they are reflected in Notes

payable and other short-term obligations on our Balance Sheets.

Also in August 2003, CGB E caused the remarketing by the

Ohio Air Quagty Development Authority af $12.1 miLLion of its

State of Ohio Air Quality Develapment Revenue Bonds 2001

Series A due August 1, 2033. The remarketing affected the

conversian from an unsecured one-year interest rate reset mode

to a daily interest rate reset mode supported by a standby Letter
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of credit. The interest rate was imtially set at 0.95 percent and

will be reset daily going forward. Because the holders of these

notes have the right to have their notes redeemed on a daily

basis, they are reflected in Notes payable and other short-term

obligations on our Balance Sheets.

In December 2003, PSI borrowed the proceeds from the

issuance by the Indiana Development Finance Authority of

$80.5 million of its Indiana Development Finance Authority

Environmental Revenue Bonds due December 1, 2038. The

issuance consists of two $40.25 milLinn tranches designated

Series?003A and Series 2003B. The irdtial interest rate for both

tranches was 1.27 percent and is reset weel&Ly. Proceeds from

the borrowing are being used for the acquisition and construc-

tion of various solid waste disposal facilities located at various

generating stations in Indiana. The remaining funds are being

held in escrow by an independent trustee and wHL be drawn

down as the facilities are built. Because the holders of these

notes have the right to have their notes redeemed an a weekly

basis, they are reflected in Notes payable and other short-term

ob(igotions on our Balance Sheets.

In August. 2004, PSI borrowed the proceeds from the

issuance by the Indiana Development Finance Authority of

$55 million prinopal amount of its Environmental Revenue

Bonds, Series 2004A, due August 2039. The initial interest rate

fnr the bonds was 1.13 percent and is reset weel&ly. Proceeds

from the borrowing will be used for the acquisition and

construction of various sohd waste disposal facibties located

at various generating stations in Indiana. The funds are being

held in escrow by an independent trustee and will be drawn

upon as facibties are built. Holders of these notes are entitled

to credit enhancement in the form of a standby letter of credit

which, if drawn upon, provides fnr the payment of both interest

and principal on the nntes. Because the holders of these notes

have the right to have their notes redeemed on a weekly basis,

they are reflected in Notes payable and other short-term

obligations on nur Balance Sheets.

COMMERCIAL PAPER

onergy Corp.'s commercdaL paper program is supported by

Cinergy Corp.'s $2 billion revolving credit facilities. The

commercial paper prngram supports, in part, the short-term

borrowing needs of CGEE and PSI and eliminates their need

for separate commercial paper programs. In September 2004,

Cinergy Corp. expanded its commercial paper program from

$800 million to a maximum outstanding principal amount of

$1.5 bilLion. As of December 31, 2004, Cinergy Corp. had

$676 million in commercial paper outstanding.

MONEY POOL

Cinergy Corp. , Services, and our utility operating companies

participate in a money pool arrangement to better manage

cash and working capital requirements. Under this arrangement. ,

those compames with surplus short-term funds provide short-

term loans to affiliates (other than Cinergy Corp. ) participating

under this arrangement. This surplus cash may be from internal

or external sources. Any money pool borrowings outstanding

reduce the unused and available short-term debt regulatory

authority of our utility operating companies,

The following table summarizes our Notes payable and other

short-term o()(igations and Notes payable to affiliated companies.

DECEMBER 31, 2004 DECEMBER 31, 2003

(in millians)

ESTABLISHED

LINES

WEIGHTED WEIGHTED

AVERAGE ESTABLISHED AVERAGE

OUTSTANDING RATE LINES OUTSTANDING RATE

Cinergy Corp.

RevoLving lines

Uncommitted (ines(L)

C.ommercial paper(2)

Utility operating compames

Uncommitted Lines(t)

Pollution control notes

$2,000
40

75

676

248

245

$'1,000
40

75

1.18

Non-regulated subsidiaries

Revolving lines(')

Short-term debt

Pollution control notes

158 8

2

25

5.67
4.50
2.30

10
2

5,90
4.80

Total $959 2.47% $351 1 45%

(1) Thesefon'(ities ore not guaronteed sources of capitol and represent an informal agreement to (end money, subject to availability, with pric(ng to be determined at the time

of advance.

(2) In September 2004, Cinergy Corp, increosed its commercial paper pmgrom limit from 1800 miilian to 11.5 billion. The commercial poper progrom is supported by Cinergy Corprs

revolving lines af credit.

(3) In December 2004, Cinergy Canada, Inc. successfully placed a 1150 million three-year senior revolving credit facgity
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In our credit facilities, (inergy Corp. has covenanted

to maintain:

IR a consobdated net worth af $2 billion; and

iR a ratio of consohdated indebtedness to consolidated total

capitabzation not in excess of 65 percent.

As part of CG8 E's $5QQ miLLion sublimit under the $1 billion

five-year credit facility, CG8E has covenanted to maintain:

Rl a consolidated net worth of $1 billion; and

EI a ratio of ronsolidated indebtedness to ronsolidated total

capitalization nat in excess of 65 percent.

6. Leases

(A) OPERATING LEASES

We have entered into operating Lease agreements for various

facilities and properties such as computer, communkation

and transportation equipment, and office space, Total rental

payments on operating leases for each of the past three years

are detailed in the following table. This table also shows future

minimum lease payments required for operating leases with

remairdng non-cancelable lease terms in excess of one year

as of December 31, 2004:
As part of PSI's $500 million sublimit under the $1 billion

five-year credit faribty, PSI has covenanted to maintain:

Ni a consolidated net worth of $900 million; and

e a ratio of consolidated indebtedness to consolidated total

capitalization not in excess of 65 percent.

A breach of these covenants could result in the termination

of the credit facilities and the acreleration of the related

indebtedness. In addition to breaches of covenants, certain

other events that could result in the termination of available

credit and acceleration of the related indebtedness include:

RI bankruptcy;

IR defaults in the payment of other indebtedness; and

iR judgments against the company that are not paid

or insured.

(in millions)

Lease Expense

2002

2003

2004

Estimated Minimum Lease Payments

2005

2006
2007
2008
20Q9

Thereafter

Total.

(8) CAPITAL LEASES

$64
$72
$85

$43
36
28

18

14
27

$166

The latter two events, however, are subject to dollar-based

materiality thresholds.

As discussed in Note I(Ct)(i), long-term debt increased in

the third quarter of 2003 resulting from the adoption of

Interpretatian 46. The debt whirh was recorded as a result af

this new accounting pronouncement did not cause Cinergy (orp.
to be in breach of any covenants at the time of adaption. As of

December 31, 2004, Cinergy, CGBE, and PSI are in campliance

with aLL of their debt cavenants.

In each of the years 1999 through 2004, our utility operating

companies entered into capital lease agreements to fund the

purchase of gas and electric meters, and associated equipment.

The lease terms are for 120 months commencing with the date

of purchase and contain buyout options ranging from 48 to 105

months. It is our objective to own the meters and associated

equipment indefinitely and the operating companies plan ta

exercise the buyout option at month 105. As of December 31,
2004, our effective interest rate on capital lease obligations

outstanding was 5.5 percent. The meters and associated

equipment are depreciated at the same rate as if owned by

the operating companies. Dur utility operating rompardes each

recorded a capital lease obligation, included in Non-Current

Liabilities —Other.

The total minimum Lease payments and the present values

for these capital lease items are shown below:

(in millions)

Total minimum lease payments(')

Less: amount representing interest

Present value of mimmum lease payments

(I) Annual minimum lease payments are immateriaL

$79
(14)

$65
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7. Financial Instruments {6) FAIR VALUE OF OTHER FINANCIAL INSTRUMENTS

{A) FINANCIAL DERIVATIVES

We have entered into financial derivative contracts for the

purpose of managing financial instrument risk.

Our current policy of managing expasure to fLuctuations

in interest rates is to maintain approximately 30 percent of

the total amount of outstanding debt in variable interest rate

debt, instruments. In maintaimng this level of exposure, we

use interest rate swaps. Under the swaps, we agree with ather

parties to exchange, at specified intervals, the difference

between fixed-rate and variable-rate interest amaunts calculated

on an agreed notinnal amount. CGBE has an outstanding

interest rate swap agreement that decreased the percentage

of variable-rate debt. Under the provisions of the swap, which

has a notianal amount of $100 million, CGEE pays a fixed-rate

and receives a variable-rate through Octaber 2007. This swap

qualifies as a cash flow hedge under the provisions of Statement

133. As the terms nf the swap agreement mirror the terms of

the debt agreement that it is hedging, we anticipate that this

swap will cantinue to be effective as a hedge. Changes in fair

value of this swap are recnrded in Accumulated other comprehen-

sive income (loss). Cinergy Corp. had three interest rate swaps

with a combined notianal amount af $250 million which settled

in September 2004. These swaps qualified as fair value hedges

under the provisions of Statement 133.
Treasury locks are agreements that fix the yield or price on

a specified treasury security for a specified period, which we

sometimes use in c.onnectian with the issuance of fixed-rate

debt. On September 23, 2002, CGSE issued $500 million prindpal

amount senior unsecured debentures due September 15, 2012,

with an interest rate of 5.70 percent. In July 2002, CG8 E

executed a treasury loci& with a notional amount of $250 miLLion,

which was designated as a cash flnw hedge of 50 percent of the

forecasted interest payments an this debt offering. The treasury

lock effectively fixed the benchmark interest rate (i.e., the

treasury camponent nf the interest rate, but nnt the credit

spread) for 50 percent of the offering from 3uly 2002 through

the issuance date in order to reduce the exposure associated

with treasury rate volatility. With the issuance of the debt, the

treasury lock was settled. Given the use of hedge accounting,

this settlement was reflected in other Accumulated other

comprehensive income (lass) on an after-tax basis in the amount

of $'l3 million, rather than a charge ta net income. This amount

will be reclassified to Interest Expense aver the 10-year life of

the related debt as interest is accrued,

See Note l(K)(ii) for additional. information on financial

derivatives. In the future, we wilL continuaLly monitor market

conditions to evaluate whether to modify our use of financial

derivative contracts to manage finanoal instrument risk.

The estimated fair values of other financial instruments were

as fallnws (this information does not claim to be a valuation

of the companies as a whole):

(i n miRions)

DECEMBER 31, 2004 DECEMBER 31, 2003

The following methods and assumptians were used ta

estimate the fair values of each major class of instruments:

(i) Cash and cash equivalents, Restricted deposits, and Notes

payable and other short-term obligations

Due to the short periad to maturity, the carrying amounts

reflected on the Balance Sheets approximate fair values.

(ii) Long-term debt

The fair values af long-term debt issues were estimated

based on the latest quated market prices or, if not listed on the

New Yorl& Stock Exchange, nn the present value of future cash

flows. The discount rates used approximate the incremental

borrnwing costs for similar instruments.

(C) CONCENTRATIONS OF CREDIT RISK

Credit risk is the exposure to economic loss that would occur as

a result of nonperformance by counterparties, pursuant to the

terms of their contractual obiigatians. Specific components of

credit risk include caunterparty default risk, callateral risl&,

concentration risk, and settlement risk.

(i) Trade Receivables and Physical Power Portfolio

Our concentratian af credit risl& with respect to trade

accnunts receivable from electric and gas retail custamers is

Limited. The Large number of customers and diversified custamer

base of residential, commercial, and industrial customers

significantly reduces our credit risk. L:ontracts within the

physical portfolio of power marketing and trading operations are

primarily with traditional electric caoperatives and municipali-

ties and other investor-owned utilities. At December 31, 2004,

we beLieve the likehhood of significant Losses associated with

credit risk in our trade accounts receivable or physical power

portfoha is remote.

CARRYING FAIR CARRYING FAIR

FINANGAL INSTRUMENTS AMOUNT VAI.UE AMOUNT VALUE

First mortgage

bonds and other

long-term debt(') $4,448 $4, 710 $4,971 $5,297

(I) Includes amounts reflected as Long-term debt due within one year.
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(ii) Energy Trading Credit Risk

Our extensian of credit for energy marketing and trading

is governed by a Corporate Credit Pohcy. Written guidelines

approved by Cinergy's Risl& Policy Committee document: the

management approval levels for credit Bmits, evaluation of

creditworthiness, and credit risl& mitigatian procedures.

Exposures to credit risks are monitored daily by the Corporate

Credit Risk function, which is independent of all trading opera-

tions. As of December 31, 2004, approximately 93 percent of

the credit exposure, net of credit collateral, related to energy

trading and marketing activity was with rounterparties rated

investment grade or the counterparties' obligations were

guaranteed or secured by an investment grade entity. The

majority of these investment grade rounterparties are externalLy

rated. If a counterparty has an external rating, the lower of

S8 P's or Moody's is used; otherwise, our internal rating of the

counterparty is used. The remaimng seven percent represents

$59 million with caunterparties rated nan-investment grade.

Energy commodity prices can be extremeLy volatile and the

market can, at times, lacl& hquidity. Because of these issues,

credit risk for energy commodities is generally greater than

with other commadity trading.

We continually review and monitar our credit exposure to
alL counterparties and secondary caunterparties. If appropriate,

we may adjust our credit reserves to attempt to compensate

far increased credit risl& within the industry. Counterparty rredit

Limits may be adjusted on a daily basis in response to changes

in a rounterparty's finanrial status or public debt ratings.

(iii) Financial Derivatives

Potential exposure to credit risl& also exists from our use of

financial derivatives such as interest rate swaps and treasury

locks. Because these financial instruments are transacted with

highLy rated financial. institutions, we da not anticipate

nonperformance hy any of the counterparties.

8. Notes Receivable

As discussed in Note l(Ql(i), we consolidated two previously

unconsolidated SPEs effective July 1, 20Q3. As a result, we have

approximately $214 miLLion and $231 milhon of additional notes

receivable as of December 31, 2004 and 2003, respectively,

comprised of two separate notes.

The first note, with a December 31, 2004 balance of

$101 milbon and a December 31, 2003 balance of $118 million,

bears an effective int'crest rate af 7.81 percent and matures in

August 2009. The second note, with a balance of $113 millian

as of December 31, 2Q04 and 2003, respectively, bears an

effective interest rate of 9.23 percent and matures in

December 2016.

The foLlawing table refLects the maturities of these nates as

of December 31, 2004.

(in millions)

2005
2006
2007
2008

2009
Thereafter

Total

NOTES RECEIVABLE MATURITIES

$20
22

25

29

24
94

$214

9. Pension and Other Postretirement Benefits

We sponsor both pension and other postretirement benefit plans.

Our qualified defined benefit pension plans cover substan-

tially all United States employees meeting certain minimum

age and service requirements. During 2002, eligible Cinergy

employees were offered the opportunity to make a one-time

election, effective January 1, 2003, to either cantinue to have

their pension benefit determined by the traditionaL defined

benefit pension formula or to have their benefit determined

using a cash balance formula. A similar election was provided

t'o certain union employees at a later time.

The traditional defined benefit program utilizes a final

average pay formula to determine pension benefits. These

benefits are based on:

RI years of participation;

IE age at retirement; and

IE the applicable average Sorial Security wage base.

Benefits are accrued under the cash balance formula based

upon a percentage of pension eligible earnings plus interest.

In addition, participants with the cash balance formula may

request a lump-sum cash payment upon termination of their

employment, which may result in increased cash requirements

from pension plan assets. At the effective time of the election,

benefits ceased accruing under the traditional defined benefit

pension formula for employees who elected the cash balance

formula. There was no change to retirement benefits earned

prior to the effective time of the election. The pension benefits

of alL non-union and certain union employees hired after

December 31, 2002 are calrulated using the cash balance

formula. At December 31, 2004, approximately 80 percent of our

employees remain in the traditional defined benefit program.

The introduction of the cash balance features to our defined

benefit plans did not have a materiaL effect on our financial

positian or results of operations.
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ASSET CATEGORY

PERCENTAGE OF FAIR VAI.UE OF

Pl.AN ASSETS AT SEPTEMBER SO

2004

Equity securities(')

Debt securitiesl')
62%
38%

62%
38%

(I) The portfolio's target asset ah'ocation is 60 percent ega(or with an allowable range

of 50 percent to 70 percent.

(2) The portfolid's target asset allocadon is 40 percent debt with an allowable ronge

of 30 percent to 50 percent.

Funding for the qualified defined benefit pension plans

is based on actuarialLy determined contributions, the maximum

of which is generally the amount deductible for tax purposes

and the minimum being that required by ERISA. The pension

plans' assets consist of investments in equity and debt securities.

Our investment strategy with respect to pension assets is

designed to achieve a moderate level of overall portfobo risk

in keeping with our desired risk objective, which is established

through carefuL consideration of plan Liabilities, plan funded

status, and corporate financiaL condition. The portfolio's target

asset allocation is 60 percent equity and 40 percent debt with

specified aLLowable ranges around these targets. Within the

equity segment, we are broadly diversified across domestic. ,

developed international, and emerging market equities, with

the largest concentration being domestic. Further diversification

is achieved through allocations to growth/value and small-,

mid-, and large-cap equities, Within the debt segment, we

principally maintain separate "core plus" and "core" portfohos.

The "core phis" portfolio makes tactical use of the "plus" sectors

(e.g. , high yield, developed international, emerging marlrets,

etc.) while the "core" portfolio is a domestic, investment grade

portfobo. In late 2004, we commenced the implementation of

an alternative investment strategy in our investment program.

This strategy incorporates an investment in a fund of hedge

funds in conjunction with an 58 P 500 swaps and futures overlay

program and wgl be classified as part of our large-cap United

States equity allocation. Other than the alternative investment

strategy, the use of derivatives is currently limited to collateral-

ized mortgage obligations and asset-backed securities.

Investment risl& is measured and monitored on an ongoing basis

through quarterly investment portfolio reviews, annual Liability

measurements, and periodic asset/liability studies.

We use a September 30 measurement date for our defined

benefit pension plans. The asset aLLocation at September 30,

2004 and 2003 by asset category was as follows:

In addition, we sponsor non-qualifiied pension plans (plans

that do not meet the criteria for certain tax benefits) that

cover officers, certain other key employees, and non-employee

directors. We began funding certain of these non-qualified plans

through a rabbi trust in 1999.This trust, which consists of

equity (65 percent) and debt (35 percent) securities at
December 31, 2004, is not restricted to the payment of plan

benefits and therefore, not considered plan assets under

Statement 87. At December 31, 2004 and 2003, trust assets

were approximately $10 million and $9 million, respectively,

and are reflected in our Balance Sheets as Other investments.

In 2003 and 2002, we offered voluntary early retirement

programs to certain individuals. In accordance with Statement

of Financial Accounting Standards No. 88, Emp(oyers'Accounting

for Settlements ond Curtoi(ments of Defined Benefit Pension Plans

and for Termination Benefits (Statement 88), we recognized

expense of approximately $9 million and $39 million in 2003

and 2002, respectively.

We provide certain health care and life insurance benefits to
retired United States employees and their eligible dependents.

These benefits are subject to minimum age and servir. e require-

ments. The health care benefits include medical coverage,

dental coverage, and prescription drugs and are subject to

certain limitations, such as deductibles and co-payments.

Neither CG8 E nor ULH8 P pre-fund their obligations for these

postretirement benefits. In 1999, PSI began pre-funding its

obligations through a grantor trust as authorized by the IURC.

This trust, which consists of equity (65 percent) and debt

(35 percent) securities at December 31, 2004, is not restricted

to the payment of plan benefits and therefore, not considered

plan assets under Statement 106. At December 31, 2004 and

2003, trust assets were approximately $71 million and

$64 million, respectively, and are reflected in our Balance

Sheets as Other investments.

Based on preliminary estimates, we expect 2005 contribu-

tions of $72 million for qualified pension benefits. As discussed

previously, we do not hold "plan assets" as defined by

Statement 87 and Statement 106 for our non-quahfied pension

plans and other postretirement benefit costs, and therefore

contributions are equal to the benefit payments presented in

the following table.

The following estimated benefits payments, which reflect

future service, are expected to be paid:

(in millions)

OTHER

QUALIFIED NON-QUALIFIED POSTRETIREMENT

PENSION BENEFITS PENSION BENEFITS BENEFITS

2005
2006
2007
2008
2009
Five years

thereafter

$77
76
77
78
80

$9
9

9

9

11

56

$25
26

27

28

29

'162
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Our benefit plans' costs for the past three years included the following components:

QUALIFIED PCNsroN BENEFITS NON-QUALIFIED PENSION BENEFITS OTHER POSTRETIREMENT BENEFITS

(in mr(lions) 2004 2003 2002 2004 2003 2002 2004 2003 2002

Service cost
Interest cost
Expected return on

plans' assets

Amortization of transition

(asset) obhgation

Amortization of prior

service cost
Recognized actuarial.

(gain) loss

Voluntary early retirement

costs (Statement 88)

$35
89

(81)

$31
86

(81)

$27
79

(86)

$5 $3 $3 $5 $4 $3
7 7 5 22 23 20

Net periodic benefit cost $49 $49 $58 $16 $13 $10 $35 $29

The following table provides a reconcihation of the changes in the plans' benefit obligations and fair value of assets for 2004 and

2003, and a statement of the funded status for both years. We use a September 30 measurement date for our defined benefit pension

plans and other postretirement benefit plans.

QUALIFIED

PENSION BENEFITS

NON. QUALIFIED

PENSION BENEFITS

OTHER

POSTRETIREMENT BENEFITS

(in millions) 2004 2003 2004 2003 2004 2003

Change in benefit obligation
Benefit obligation at beginning of period $1,458 $1,315 $108 $98 $ 399 $ 343

Service cost
Interest cost
Amendments(&)

Actuarial (gain) loss

Benefits paid

Benefit obligation at end of period

35
88

(1)
69

(71)

1,578

31
86

98

(72)

1,458

(8)

120 108

5

22 23

(24) (3)
27 54

(20) (22)

409 399

Change in plan assets
Fair value of plan assets at beginning of period 877 757

Actual return on plan assets
Employer contribution

Benefits paid

Fair value of plan assets at end of period

98 118
117 74 8

(71) (72) (8)

1,021 877

7

(7)
20 22

(20) (22)

Funded status (557) (581) (120) (108) (409) (399)

Unrecognized prior service cost
Unrecognized net actuarial loss

Unrecognized net transition (asset) obhgation

Employer contribution

30
304

36 19 13 (2)
256 38 43 189 176

(I) 4 27

2 5

Accrued benefit cost at December 31 $ (223) $ (290) $ (61) $ (52) $(213) $(196)

Amounts recognized in balance sheets
Accrued benefit liability

Intangible asset
Accumulated other comprehensive income (pre-tax)

Net recognized at end of period

$ (366) $ (366) $(109) $(101) $(213) $(196)
30 22 19 3.3

113 54 29 36

$ (223) $ (290) $ (61) $ (52) $(213) $(196)

(I) For 2003, the Quatifled Pension Bene)its includes approximately $9 miBion of voluntary early retirement expenses in accordance with Statement 88, as previously discussed.
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The accumulated benefit obligation for the qualified defined benefit pension plans was approximately $1,387 miLLion and

approximately $1,237 mi((ion for 2004 and 2003, respectively. The accumulated benefit obggation for the non-qualified defined

benefit pension plans was approximately $111 million and $102 million for 2004 and 2003, respectively.

The weighted-average assumptions used to determine benefit obligations were as fo(Laws:

QUAUFIED

PENSION BENEflTS

NON. QUALIFIED

PENSION BENEFITS

OTHER

POSTREGREMENT BENEFITS

2004 2003 2004 2003 2004 2003

Discount rate

Rate of future compensation increase

6.25%
4.00

6.25%
4.00

6.25%
4.00

6.25%
4.00

5 75% 6.25 la

N/A N/A

The weighted-average assumptions used to determine net periodic benefit cost for the years ended December 31, 2004, 2003,
and 2002 were as follows:

OUALIFIED PENSION BENEFITS NON-QUALIFIED PENSION BENEFITS OTHER POSTREIIREMENT BENEFITS

2004 2003 2002 2004 2003 2002 2004 2003 2002

Discount rate

Expected return on

plans' assets

Rate of future

compensation increase

6.25%

8.50

6.75% 7.50% 6.25% 6.75% 7.50 Ia 6.25 ia 6.75% 7.50%

9.00 9.25 N/A N/A N/A N/A N/A 3.00

4.oo 4.oo 4.oo 4.oo 4.no N/A N/A N/A

2004 2003

Health care cost trend rate

assumed for next year

Rate to which the cost trend

rate is assumed to decline

(the ultimate trend rate)
Year that the rate reaches

the ultimate trend rate

8.00% 9 00%

5.no l. 5.oo 7.

2008 2008

The calculation of our expected lang-term rate of return is a

two-step process. Capital market assumptions (e.g., forecasts)

are first developed for various asset classes based on underlying

fundamental and economic drivers of performance. Such drivers

for equity and debt instruments include profit margins, dividend

yields, and interest paid for use of capital. Risk premiums for

each asset class are then developed based on factors such as

expected ilhquidity, credit spreads, inflation uncertainty and

country/currency risk. Current valuation factors such as present

interest and inflation rate levels underpin this proress.

The assumptions are then modeled via a probabihty based

multi-factor rapital market methodology. Through this modeling

process, a range of possible 10-year annuahzed returns are

generated for each strategic asset cLass. Those returns falhng

at the 50th percentile are utilized in the caLculation of our

expected long-term rate of return.

The assumed health care cost trend rates were as fo(Laws:

Assumed health care cost trend rates have a significant

effect on the amounts reported for the health care plans.

A one-percentage-point change in assumed health care cost

trend rates would have the following effects:

(in miiaans1

ONE-PERCENTAGE- ONE-PERCENTAGE-

POINT INCREASE POINT DECREASE

Effect on total of service

and interest cost components

Effect on APBO

$

48
$ (3)

(43)

On December 8, 2003, President Bush signed into law the

Medicare Prescription Drug, Improvement and Modernization

Act of 2003 (the Act). The Act introduced a prescription drug

benefit to retirees as well as a federaL subsidy to sponsors of

retiree health care benefit plans that provide a prescription drug

benefit that is actuarially equivalent to the benefit provided by

Medicare. We beheve that our coverage for prescription drugs

is at least actuariaLLy equivalent to the benefits provided by

Medicare for most current retirees because our benefits for that'

group substantially exceed the benefits provided by Medicare,

thereby a((owing us to qualify for the subsidy. We have

accounted for the subsidy as a reduction of our APBO. The APBO

was reduced by approximately $17 miLLion and will be amortized

as an actuarial gain over future periods, thus reducing future

benefit costs. The impact on our 2004 net periodic benefit cost

was not materiaL Our accounting treatment for the subsidy is

consistent with FASB Staf'f Position No. 106-2, Accounting and

Disclosure Requirements Related ta the Medicare Prescriplian

Drug, Improvement and Modernization Act of 2003.
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In January 2004, we announced to employees the creation

of a new retiree Health Reimbursement Account (HRA) option,

which wRl impact the postretirement healthcare benefits

provided by us. HRAs are boal&keeping accounts that ran be

used to pay for qualified medical expenses after retirement. The

majority of employees had the opportunity during the Fall of

2004 to mal&e a one-time election to remain in our current

retiree healthcare program or to move to the new HRA option.

ApproximateLy 40 percent of our employees elected the new

HRA option. The HRA aption has no effect on current retirees

receiving postretirement benefits fram us. As is the case under

the current retiree health program, employees who participate

in the HRA option, generally, will become eligible to receive

their HRA benefit only upon retirement on ar after the age

af 50 with at least five years of service. We expect that the

impact of the new HRA option will not be material to our other

postretirement benefit costs.

10.Income Taxes

(in millions)

Deferred Income Tax Liability

Property, plant, and equipment

Unamortized costs of reacquiring debt

Deferred operating expenses and

carrying costs
Purchased power tracker

RTC

Net energy risk management assets
Amounts due from

customers-income taxes

Gasification services agreement

buyout costs

Other

2004

$1,706
15

4

194
51

39

86
32

2003

$1,525

16

2

4

204

10

86
24

The following table shows the significant components of our net

deferred income tax liabilities as of December 31:

We file a consolidated federal income tax return and

combined/consolidated state and Local tax returns in certain

jurisdictions. Cinergy and its subsidiaries have an income tax

allocation agreement, which conforms to the requirements of

the PUHCA. The corparate taxable income method is used to

allocate tax benefits to the subsidiaries whose investments

or results of operations provide those tax benefits. Any tax

Liability not directly attributable to a sperific subsidiary is

allo~ated proportianately among the subsidiaries as required

by the agreement.

The following table summarizes federal and state income

taxes charged (credited) to income.

(in mRlinnsj 2004 2003 2002

Current Income Taxes

Federal

State

Total Current Income Taxes

Deferred Income Taxes

Federal

Depreciation and other

property, plant, and

equipment-related items

Pension and other

postretirement benefit costs

Unrealized energy risk

management transactions

Fuel, costs

Purchased power tracker

Gasification services

agreement buyout casts

Tax credit carryavers

Other —net

$ 78 $ 34 $ 16
.30 25 (4)

108 59 12

126 130 172

(29) 23 (17)

26 6 9

(48) 7 (23)
4 (5) 2

(3) (3)
(74) (47)

3 (40) (14)

Total Deferred Federal Income Taxes 8 71 126

State (4) 22 30

Total Deferred Income Taxes 4 93 156

Investment Tax Credits —Net (8) (8) (8)

Total Deferred Income Tax Liability 2, 127 1,918 Total Income Taxes $104 $144 $160

Deferred Income Tax Asset

Unamortized investment tax credits

Accrued pension and other

pastretirement benefit costs
Net energy risl& management babilities

Deferred operating expenses and

carrying casts
Rural Utilities Service obligation

Tax credit carryovers

Other

39

222

28

26

27

121
67

195
9

28
47
42.

IRC Section 29 provides a tax credit (nonconventional

fuel source credit) for qualified fuels produced and said by a

taxpayer to an unrelated person during the taxable year. The

nonconventional. fuel. source credit reduced current federal

income tax expense approximately $98 miNon, $84 miNon,

and $42 miNon for 2004, 2003, and 2002, respectively. See

Note 11(C)(iv) for further information on this tax credit.

Total Deferred Income Tax Asset

Net Deferred Income Tax Liability

530 360

$1,597 $1,558
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The following table presents a reconciliation of federal

income taxes (which are calculated by multiplying the statutory

federal income tax rate by book income before federal income

tax) to the federal income tax expense reported in our

Statements of Inrome.

Pn millions) 2004 2003 2002

Statutory federal income

tax provision

Increases (reductions) in taxes

resulting from:

Amortization of investment

tax credits

Depreciation and other

property, plant, and

equipment-related differences

Preferred dividend requirements

of subsidiaries

Income tax credits

Foreign tax adjustments

Employee SOP dividend

Other —net,

$167 $186 $186

(8) (8) (8)

1 I

(97) (84) (42)
4 5 3

(7) (6) (3)
10 (1) (3)

Federal Income Tax Expense $ 78 $ 97 $134

11.Commitments and Contingencies

(A) ENVIRONMENTAL

(i) Ozone Transport Rulemakings

In October 1998, the Urrited States EPA finalized its ozone

transport rule, also known as the NOx SIP Ca/l, which addresses

wind-blown ozone and ozone precursors that impact air quality

in downwind states. The EPA's final rule, which applies to

22 states in the eastern United States including the three states

in which our electric utilities operate, required states to develop

rules to reduce NOx emissions from utility and industrial

sources. In a related matter, in response to petitions filed by

several. states aHeging air quahty impacts from upwind sources

located in other states, the EPA issued a rule pursuant to

Section 126 of the CAA that required reductions similar to those

required under the NOx SIP Ca{L Various states and industry

groups challenged the final rules in the Court of Appeals for

the District of Columbia Circuit, but the court upheld the key

provisions of the rules.

The EPA has proposed withdrawal of the Section 126 rule in

states with approved rules under the final NOx SIP Call, which

includes Indiana, Kentucky, and Ohio. AH three states have

adopted a cap and trade program as the merhanism to achieve

the required reductions. Cinergy, CGB E, and PSI have installed

selective catalytic reduction units (SCR) and other poHution

controls and implemented certain combustion improvements

at various generating stations to comply with the NOx SIP Call.

Cinergy aLso utiHzes the NOx emission aHowance market to buy

or seH NOx emission aHowances as appropriate. We currently

estimate that we will incur capital costs of approximately

$23 million in addition to $777 miHion already inc.urred to

comply with this program.

(ii) Section $26' Petitions

In March 2004, the state of North CaroHna filed a petition

under Section 126 of the CAA in which it aHeges that sourres

in 13 upwind states including Ohio, Indiana, and Kentucky,

significantly contribute to North Carolina's non-attainment with

certain ambient air quality standards. Depending on the EPA's

final disposition of the pending petition and its proposal

discussed previously, Cinergy's generating stations could become

subject to requirements for additional S02 and NOx emissions

reductions. We expect a decision from the EPA on this matter by

August 2005. It is unclear at this time whether any additional

reductions would be necessary beyond those required under

the CAA.

(iii) Clean Air Act Lawsuit

In November 1999, and through subsequent amendments,

the United States brought a lawsuit in the United States Federal

District, Court for the Southern District of Indiana (District

Court) against Cinergy, CGB E, and PSI alleging various violations

of the CAA. SpecificaHy, the lawsuit aHeges that we violated the

CAA by not obtaining Prevention of Significant Deterioration

(PSD), Non-Attainment New Source Review (NSR), and Ohio

and Indiana SIP permits for various projects at our owned and

co-owned generating stations. AdditionaHy, the suit claims that

we violated an Administrative Consent Order entered into in

1998 between the EPA and Cinergy relating to alleged violations

of Ohio's SIP provisions govermng particulate matter at Unit 1

at CGB E's W.C. Beckjord Generating Station (Beckjord Station).
The suit seeks (I) injunctive rehef to require installation of

poHution control technology on various generating units at
CG&E's Beckjord Station and Miami Fort Station, and PSI's

Cayuga Generating Station, Gallagher Generating Station,

Wabash River Generating Station, and Gibson Generating Station

(Gibson Station), and (2) civil penalties in amounts of up to

$27,500 per day for each violation. In addition, three northeast

states and two environmental groups have intervened in the

case. The case is currently in discovery, and the District Court

has set the case for trial by jury commencing in February 2006.
In March 2000, the United States also filed in the District

Court an amended complaint in a separate lawsuit aHeging

violations of the CAA relating to PSD, NSR, and Ohio SIP

requirements regarding various generating stations, including

a generating station operated by Columbus Southern Power

Company (CSP) and jointly-owned by CSP, The Dayton Power and

Light Company (DPB L), and CGBE. The EPA is seeking injunctive

rehef and civil penalties of up to $27, 500 per day for each

violation. 'This suit is being defended by CSP. In April 2001,
the District Court in that case ruled that the Government and

the intervening plaintiff environmental groups cannot seek

monetary damages for aHeged violations that occurred prior

to November 3, 1994; however, they are entitled to seek

injunctive rehef for such alleged violations. Neither party

appealed that decision.
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In addition, Cinergy and CG8E have been informed by DPBL

that in June 2000, the EPA issued a Notice of Vialation (NOV)

to DP8L far alleged violations of PSD, NSR, and Ohio SIP

requirements at a generating statian operated hy DP8L and

jointly-owned by CG8E. The NOV indicated the EPA may (1) issue

an order requiring compliance with the requirements of the Ohio

SIP, or (2) brin a civil action seel&ing injunctive rehef and

civil penalties of up to $27, 500 per day for each violation. In

September 2004, Marilyn Wall and the Sierra Club brought a

lawsuit against Cinergy, DPBL and CSP for alleged violations

of the CAA at this same generating station.

We are unable to predict whether resolution of these

matters would have a material, effect on our financial position

or results of aperatians. We intend to vigorousLy defend against

these allegations.

(iv) Carbon Dioxide Lawsuit

In July 2004, the states of Connecticut, New York,

Cahfornia, Iowa, New Jersey, Rhode Island, Vermont, Wiscansin,

and the City of New York brought a lawsuit in the United States

District Court for the Southern District of New York against

Cinergy, American Electric Power Company, Inc. , American

ELectric Pawer Service Corporation, The Southern Company,

Tennessee ValLey Authority, and Xcel Energy Inc. That same day,

a similar Lawsuit was filed in the United States District Court for

the Southern District of New York against the same companies

by Open Space Institute, Inc. , Open Space Canservancy, Inc. ,

and The Audubon Society of New Hampshire. These lawsuits

allege that the defendants' emissions of COz from the cambus-

tion of fossil fuels at elertric generating facilities contribute

to global warming and amount ta a public nuisance. The

complaints also allege that the defendants could generate the

same amount of electricity while emitting significantly less COz.

Plaintiffs are seeking an injunction requiring each defendant

to rap its COz emissions and then reduce them by a specified

percentage each year for at Least a decade. Cinergy intends to

defend these lawsuits vigorously in court and filed motians to

dismiss with the other defendants in September 2004. We are

not able ta predict whether resolution af these matters would

have a material effect on our financial position or results

of aperations.

(v) Selective Catalytic Reduction Units ot Gibson

Generating Station

In May 2004, SCRs and other pollutian contral equipment

became aperationaL at Units 4 and 5 of PSI's Gibson Station in

accardance with compliance deadhnes under the NOx SIP CaLL

In June and July 2004, Gibson Station temporarily shut down

the equipment on these umts due to a concern over an acid

aerosol mist haze (plume) sometimes occurring in areas near

the plant. Portions of the plume from those umts' stacks

appeared to break apart and descend to ground level at certain

times under certain weather canditions. As a result, and,

working with the City of Mt. Carmel, ILLinois, Illinois EPA,

Indiana Department of Environmental Management (IDEM), EPA,

and the State of Illinois, we develaped a protocol regarding the

use of the SCRs while we explored alternatives ta address this

issue. After the protocol was finalized, the ILLinois Attorney

General brought an action in Wabash County Circuit Court

against PSI seeking a prebminary injunction to enforce the

protocol. In August 2004, the court granted that prebminary

injunction. PSI is appealing that decision to the Fifth District

Appellate Court, but we cannat predict the uLtimate outcome

of that appeal or of the underlying action by the ILLinois

Attarney General.

We will seek recovery of any related capital as well as

increased emission allawance expenditures through the regula-

tory process. We do not beheve costs related to resolving this

matter will have a materiaL impact on our financial position ar

results of operations.

(vi) Zimmer Generating Station (Zimmer Station) Lawsuit

In November 2004, a citizen of the Village af Mosc:ow,

Ohio, the town adjacent ta CG8E's Zimmer Station, braught a

purported class action in the United States District Court for

the Southern District of Ohia seeking monetary damages and

injunctive relief against CG8E for alleged violations of the

CAA, the Ohio SIP, Ohia Laws against nuisance and cammon

law nuisance. CG8 E filed a motion to dismiss the lawsuit on

primarily procedural grounds and we intend to defend against

these claims vigarously. At this time, we cannot predict whether

the outcome of this matter will have a material impart on our

financial position ar results af operations.

(vii) Manufactured Gos Plant (MGP) Sites

Coal tar residues, related hydrocarbons, and various metals

have been found in at Least 22 sites that PSI or its predecessors

previausly owned and said in a series of transactions with

Northern Indiana Public Service Company (NIPSCO) and Indiana

Gas Company, Inc. (IGC). The 22 sites are in the process of

being studied and will he remediated, if necessary. In 1998

NIPSCO, IGC., and PSI entered into Site Participation and Cost

Sharing Agreements to allocate liabiLity and responsibilities

between them. The IDEM oversees investigatian and cleanup

of alL of these sites. Thus far, PSI has primary responsibihty for

investigating, momtaring and, if necessary, remediating mne

af these sites. In December 2003, PSI entered inta a vaLuntary

remediation plan with the state of Indiana, providing a formal

framework for the investigation and cleanup of the sites.

In April 1998, PSI filed suit in Hendricks County in the

state af Indiana against its general Uability insurance carriers.

PSI saught a declaratary judgment to obligate its insurance

carriers to (1) defend MGP claims against PSI and compensate

PSI for its costs of investigating, preventing, mitigating, and

remediating damage ta property and paying claims related to

MGP sites; or (2) pay PSI's cost of defense. The trial caurt

issued a variety of rulings with respect to the claims and

defenses in the htigation. PSI appealed certain adverse
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ruhngs to the Indiana Court of Appeals and the appellate court

remanded the case to the trial court. PSI settled its claims with

all but one of the insurance carriers in January 2005 prior to

commencement of the triaL With respect tn the lone insurance

carrier, a jury returned a verdict against PSI in February 2005.

PSI is considering whether ta appeal this decision. At the

present time, PSI cannot predict the outcome of this litigation

if it were to appeal the decision.

PSI has accrued costs related to investigation, remediation,

and groundwater monitoring for those sites where such costs

are probable and can be reasonably estimated. We will continue

to investigate and remediate the sites as outlined in the

voluntary remediation plan. As additional facts become known

and investigation is campleted, we will assess whether the

Likelihood af incurring additional costs becomes probable. Until

all investigatian and remediation is complete, we are unable to

determine the overall impact on aur financiaL position or results

of operations.

CGB E and ULHB P have performed site assessments on certain

of their sites where we believe MGP activities have occurred at

some point in the past and have found no imminent risk to the

environment. At the present time, CGEE and ULHBP cannot

predict whether investigation and/ar remediation will be

required in the future at any of these sites.

(viii) Asbestos Claims Litigation

CGBE and PSI have been named as defendants or

co-defendants in lawsuits related to asbestos at their electric

generating stations. Currently, there are approximately 100

pending lawsuits. In these lawsuits, plaintiffs claim to have

been exposed to asbestos-containing products in the course

of their work at the CGBE and PSI generating stations. The

plaintiffs further claim that as the property owner of the

generating stations, CGBE and PSI should be held liable for

their injuries and Rlnesses based on an alleged duty to warn

and protect them from any asbestos exposure. A majority af the

lawsuits to date have been brought against PSI. The impact on

CGBE's and PSI's financial. position or results of operations of

these cases to date has not been materiaL

Of these Lawsuits, one case filed against PSI has been tried

to verdict. The jury returned a verdict against PSI in the amount

of approximately $500,000 on a negligence claim and a verdict

for PSI an punitive damages. PSI received an adverse ruling

in its irdtial appeal of the negligence claim verdict, but the

Indiana Supreme Court accepted the transfer of the case and

heard oral argument in 3une 2004. In additian, PSI has settLed

a number of other lawsuits for amounts, which neither individu-

ally nor in the aggregate, are material to PSI's financiaL position

or results of operations.

At this time, CGB E and PSI are not able to predict the

ultimate outcome of these lawsuits or the impact on CGBE's

and PSI's financial position nr results of operatians.

(B) BEG U LATO RY

(i) PSI Retoil Electric Rote Cose

In May 2004, the IURC issued an arder approving PSI's

base retail electric rate case, and PSI implemented base

retail electric rate changes to its tariffs. When combined

with revenue increases attributable to PSI's environmental

construction-worl&-in-progress tracking mechanism, the order

results in an approximate $140 million increase in annual

revenues. PSI's original request for an approximate $180 million

annual. revenue increase was reduced by approximately

$20 million far a lawer return on equity, apprnximately

$15 millian of assumed profits included in base rates related

to off-system sales (subject to future adjustment through a

tracking mechardsm and a 50/50 sharing agreement), and

approximately $5 million of additional. items. The arder

authorizes full recovery af all requested regulatory assets and

an overall 7.3 percent return, including a 10.5 percent return

on equity. In addition, the IURC's order provides PSI the

continuation of a purchased power tracker and the establish-

ment of new tracl&ers for future NOx emission allowance costs

and certain casts related to the Midwest ISO.

(ii) PSI Environmentol Complionce Case

In November 2004, PSI filed a comphance plan case with

the IURC seeking appraval of PSI's plan for complying with

pending S02, NOx, and mercury emission reduction requirements,

incLuding approval of cost recovery and an overall rate of return

af eight percent related to certain projects. PSI requested

approval tn recaver the financing, depreciation, and operating

and maintenance costs, among others, related to approximately

$1.08 billion in capital. projects designed to reduce emissions of

502, NOx, and mercury at PSI's coal burning generating stations.

An evidentiary hearing is scheduLed for April 2005 and a final

IURC Order is expected in the third quarter of 2005.

(iii) CGBtE Electric Rote Filings

CGB E made multiple rate filings in 2003 with the PUCO

seeking approval of CGB E's methodology for establishing

market-based rates for generation service at the end of the

market development period and to recover investments made

in the transmission and distribution system. The PUCO requested

in these proceedings that CGBE propose a RSP to mitigate the

potential for significant rate increases when the market devel-

opment (frnzen rate) period comes to an end. In 3anuary 2004,

CGB E filed its proposed RSP. In May 2004, CGB E entered into

a settlement agreement with many of the parties to these

proceedings requesting that the PUCO approve a modified

version of the RSP. In September 2004, the PUCO issued an

order seeking to modify several l&ey provisions of this settlement

and as a result of these modifications, CGBE filed a petitian for

rehearing in October 2004. The PUCO approved a modified

version of the plan in November 2004, the major features of

which are as fallows:
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(C) OTHER

(i) Gos Customer Choice

In January 2000, Investments sold Cinergy Resaurces, Inc.

(Resources), a former subsidiary, to Licking Rural ELectrification,

Inc. , doing business as The Energy Cooperative (Energy

Cooperative). In February 2001, Cinergy, CG8E, and Resources

were named as defendants in three class action Lawsuits brought

by customers relating to Energy Cooperative's removal from the

Ohio Gas Customer Choice program and the failure to dehver

gas to customers. Subsequently, these class action suits were

amended and consohdated into one suit (Class-action). In

October 2001, Cinergy, C,G8 E, and Investments initiated litiga-

tion against Energy Cooperative requesting indemnification by

Energy Cooperative for the claims asserted by former customers

in the Class-action litigation {Cinergy lawsuit).

In March 2001, Cinergy, CG8E, and Investments were named

as defendants in a lawsuit filed by Energy Cooperative and

Resources (Energy Cooperative lawsuit). This lawsuit concerned

any obligations or liabilities Investments may have had to

Energy Cooperative following its sale af Resources. All three

matters were settled in the second quarter af 2004. In the

Energy Cooperative lawsuit, Energy Cooperative agreed to

indemnify Cinergy, CG8E and Investments for the claims

asserted by the former residential customers in the Class-action

litigation. In exchange, Cinergy has agreed to settle claims that

it brought in the Cinergy lawsuit. The settlement received final

court approval in January 2005. None of these settlements are

material to Cinergy's finandaL position or results of operations.

(A') Energy Niaricet Investigations

In July 2003, Cinergy received a subpoena from the

Commodity Futures Trading Commission (CFTC). The CFTC request

saught certain information regarding our trading activities,

including price reporting to energy industry pubhcations for the

period May 2000 through January 2001. Based on our review af

these matters, we terminated one employee and took disciphnary

action on a second employee. In Navember 2004, we settled

this matter with the CFTC with a payment of $3 mRiion.

In August 2003, Cinergy, along with Marketing 8 Trading and

37 ather companies, were named as defendants in civil litigation

filed as a purported class action on behalf of all persons who

purchased and/or sold NYMEX natural gas futures and options

contracts between January 1, 2000, and December 31, 2002.

The camplaint alieges that improper price reporting caused

damages ta the class. Two similar lawsuits have subsequently

been filed, and these three lawsuits have been consalidated

for pretrial purposes. Plaintiffs filed a consolidated class action

complaint in January 2004. Cinergy's mation ta dismiss was

granted in September 2004 leaving only Marketing 8 Trading in

the lawsuit. We believe this action against Marketing 8, Trading

is without merit and intend to defend this lawsuit vigorously.

In the second quarter of 2003, Cinergy received imtial

and follow-up third-party subpaenas from the SEC requesting

information related to particular trading activity with one of

its counterparties who was the target af an investigation by the

SEC, Onergy fully cooperated with the SEC in cannection with

this matter and has received na further requests since the

second quarter of 2003.

Fram time to time, Cinergy receives subpoenas regarding

investigatians inta energy market practices that various

Assistant United States Attarneys are conducting. We understand

that we are neither a target nor are we under investigation

by the Department of Justice in relation to any of these

communications.

At this time, we do not believe the outcome of these

investigations and Litigation wilL have a material impact on

Cinergy's financial position or results of operations.

(iii) Patents

Ronald A. Katz Technolagy Licensing, L.P. (RAKTL) has

affered us a license to a portfolio of patents claiming that

the patents may be infringed by certain products and services

utilized hy us. The patents purportedly relate to various aspects

of telephone call processing in Cinergy rail centers. As of this

date, no legal proceedings have been instituted against us, but

if the RAKTL patents are valid, enforceable, and apply to our

business, we could be required to seek a License from RAKTL or

to discontinue certain activities. Based on the informatian we

have at this time, we do not believe resolutian of this matter

will have a material impact on aur financial position ar results

of operations.

(iv) Synthetic Fuel Production

In July 2002, Capital 8 Trading a~quired a coal-based

synthetic fuel production facihty. The synthetic fuel produced

at this facihty quahfies for tax credits (through 2007) in

accordance with IRC Section 29 if certain requirements are

satisfied. The three key requirements are that (a) the synthetic

fuel differs sigrdficantly in chemical composition from the coal

used ta produce such synthetic fuel, (b) the fuel produced is

sold to an unrelated entity and (c) the fuel was produced from

a facility that was placed in service before July 1, 1998.
During the third quarter of 2004, several unrelated entities

announced that the IRS had or threatened to challenge the

placed in service dates of same of the entities' synthetic. fuel

plants. A successful IRS challenge could result in disallowance

of all credits previously claimed for fuel produced by the subject

plants. Cinergy's sate of synthetic fueL has generated approxi-

mately $219 million in tax credits through December 31, 2004,
of which approximatety $96 million were generated in 2004.

The IRS has not yet audited Cinergy for any tax year in

which Cinergy has claimed Section 29 credits related ta

synthetic. fueL However, it is reasanable to anticipate that

the IRS wiLL evaluate the placed in service date and other key

requirements for claiming the credit. We anticipate this audit

to begin in the spring of 2005.
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RI POLR Charge: CGB E will begin to collect a POLR charge

from non-residential customers effective January 1, 2005,

and from residential customers effective January 1, 2006.

The POLR charge includes several discrete charges, the

most significant being an AAC intended to provide cost

recovery primarily for environmentaL compbance expendi-

tures; an IMF intended to provide compensation to CGBE

for committing its physical capacity to meet its POLR

obligation; and a SRT intended to provide cost recovery

for capacity purchases, purchased power, reserve capacity,

and related marl&et costs for purchases to meet capacity

needs. We anticipate the collection of the AAC and IMF

will result in an approximate $36 million increase in

revenues in 2005 and an additional $50 milhon in 2006.

The SRT will be billed based on dollar-for-dollar costs

incurred. A portion of these charges are avoidable by

certain customers who switch to an alternative generation

suppher. Therefore, these estimates are subject to change,

depending on the level of switching that occurs in future

periods. In 2007 and 2008, CGB E couLd seek additional

increases in the AAC, component of the POLR based on

CGBE's actual net costs for the specified expenditures.

I Generation Rates and Fuel Recovery: A new rate has

been established for generation service after the market

development period ends. In addition, a fuel cost recovery

mechanism will be established to recover costs for fuel,

emission allowances, and certain purchased power costs,

«hat exceed the amount originally included in the rates

frozen in the CGBE transition plan. These new rates

will apply to non-residential customers beginning

January 1, 2005 and to residential customers beginning

January 1, 2006.

EI Generation Rate Reduction: The existing five percent

generation rate reduction required by statute for residential

customers implemented under CGB E's 2000 plan will end

on December 31, 2005.

IR Transmission Cost Recovery: Transmission cost recovery

mechanisms will be established beginning January 1, 2005

for non-residentiaL customers and January 1, 2006 for

residentiaL customers. The transmission cost recovery

mechanisms will permit CGBE to recover Midwest ISO

charges, all FERC approved transmission costs, and all

congestion costs aLLocable to retail ratepayers that are

provided service by CGBE.

RI Distribution Cost Recovery: CGB E wiLL have the abibty

to defer certain capital-related distribution costs

from July 1, 2004 through December 31, 2005 with

recovery from non-residential customers to be provided

through a rider beginning January 1, 2006 through

December 31, 2010.

CGB E had also filed an electric distribution base rate case

for residentiaL and non-residential customers to be effective

January 1, 2005. Under the terms of the RSP described previ-

ously, CGB E withdrew this base rate case and, in February 2005,

CGBE filed a new distribution base rate case with rates to

become effective January 1, 2006. The requested amount of

the increase is approximately $78 milhon.

(iv) ULHBtP Gas Rate Case

In the second quarter of 2001, ULHBP filed a retail gas rate

case with the KPSC requesting, among other things, recovery

of costs associated with an accelerated gas main replacement

program of up to $112 million over ten years. The costs would

be recovered through a tracking mechanism for an initial three

year period, with the possibility of renewal up to ten years. The

tracking mechanism allows ULHBP to recover depreciation costs

and rate of return annually over the Life of the deferred assets.

Through December 31, 2004, ULHBP has recovered approxi-

mately $5.1 milUon under this tracl&ing merhamsm. The

ilentucl&y Attorney General has appealed to the Franklin Circuit.

Court the KPSC's approvaL of the tracl&ing mechanism and the

new tracking mechanism rates. At the present time, ULHBP

cannot predict the timing or outcome of this btigation.

In February 2005, ULHBP filed a gas base rate case with the

KPSC. ULHBP is requesting approval to continue the tracking

mechanism in addition to its request for a $14 million increase

in base rates, which is a seven percent increase in current retail

gas rates.

(v) Gas Distribution Plant

In June 2003, the PUCO approved an amended settlement

agreement between CGBE and the PUCO Staff in a gas

distribution safety case arising out of a gas leal& at a service

head-adapter (SHA) style riser on CGB E's distribution system.

The amended settlement agreement required CGRE to expend a

minimum of $700,000 to replace SHA risers by December 31,

2003, and to file a comprehensive plan addressing all SHA risers

on its distribution system. CGKE filed a comprehensive plan

with the PUCO in December 2004 providing for replacement

of approximately 5,000 risers in 2005 with continued monitor-

ing thereafter. CGB E estimates the replacement cost of the

approximately 5,000 SHA risers wiLL not be materiaL At this

time, Cinergy, CGBE, and ULHBP cannot predict the outcome

of this matter.
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As of December 31, 2004, CGBE's and PSI's investments in jointly-owned plant or facilities were as follows:

(in millions)

OWNERSHIP

SHARE

PROPERTY, PLANT, ACCUMULATED CONSTRUCTION

AND EQUIPMENT DEPRECIATION WORK IN PROGRESS

CG8rE

Production:

Miami Fort Station (Units 7 and 8)
Beckjord Station (Umt 6)
Stuart Station(1)

Conesvi((e Station (Unit 4)(1)

Zimmer Station

East Bend Station

Killen Station(')

Transmission

PSI
Production:

Gibson Station (Unit 5)
Transmission and local. facilities

(1) Station is not operated by CGGE.

64.00 (.
37.50
39.00
40.00
46.50
69.00
33.00

Various

50.05
94.54

$ 328
45

384
76

1,308
394
206

88

287

2, 567

$133
29

161
48

438
200
112
44

131
1,006

$18

15
5

5

1

13.Quarterly Financial Data (unaudited)

(in millions, except per share amounts)

FIRST SECOND THIRD FOURTH

QUARTER QUARTER QUARTER QUARTER TOTAL

2004
Results of Operations:

Operating Revenues

Operating Income

Net Income

$1,289
216
103

$1,054
137

59

$1,129
183

93

$1,216 $4, 688
202 738
146 401

Per Share Data:

EPS —basic

EPS —diluted

0.57 0.33 0.51 0.81 2.22

0.57 0.32 0.50 0.79 2.18

2003
Results of Operations:

Operating Revenues

Operating Income

Income before discontinued operations and cumulative

effect of changes in accounting principles

Discontinued operations, net of tax(1)

Cumulative effect of changes in accounting principles, net of tax(2)

$1,268
256

140

26

$ 934
138

76

9

$1,092
205

112

$1,122 $4,416
212 811

107 435
9

26

Net Income $ 166 $ 85 $ 1'12 $ 107 $ 470

Per Share Data:

EPS —basic:

Income before discontinued operations and cumulative

effect of changes in accounting principles

Discontinued operations, net of tax(')

Cumulative effect of changes in accounting principles, net of tax(2)

0.81

0.15

0 42 0.63 0.60 2.46
0.05 0.05

0.15

Net Income

EPS —diluted:

Income before discontinued operations and cumulative

effect of changes in accounting principles

Discontinued operations, net of tax(')

Cumulative effect of changes in accounting principles, net of tax(»

Net Income

(1) See Nate 14 for further explanation,

(2) See Note 1(Q) (iv) for further explanadon of cumulative effect of chonges in accounting princi ples.

$0.96 $0.47 $0.63 $0.60 $2.66

0.80 0 42 0 62 0 59 2 43
0.05 0.05

0.15 0.15

$ 0 9S $ 0 47 $ 0 62 $ 0 59 $ 2 63
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Cinergy received a private letter ruling from the IRS in

connection with the arquisition of the facility that specifically

addressed the significant chemical change requirement.

Additionally, although not addressed in the letter rubng,

we believe that our facility's in service date meets the

Section 29 requirements.

IRC Section 29 also provides for a phase-out of the credit

based on the price of crude oiL The phase-out is based on a

prescribed calculation and definition of crude oil prices. We

do not expect any impact on our abihty to utilize Section 29

credits in 2004. Future increases in crude oil prices above the

price stipulated by the IRS could negatively impact our abiHty

to utilize credits in subsequent years.

(v) Guarantees

In the ordinary course of business, Cinergy enters into

various agreements providing finanrial or performance assurances

to third parties on behalf of certain unconsobdated subsidiaries

and joint, ventures. These agreements are entered into primarily

to support or enhance the creditworthiness otherwise attributed

to these entities on a stand-alone basis, thereby fadbtating the

extension of sufficient credit to acromplish their intended

commerrial purposes. The guarantees have various termination

dates, from short-term (Less than one year) to open-ended.

In many cases, the maximum potential amount of an

outstanding guarantee is an express term, set forth in the

guarantee agreement, representing the maximum potential

obligation of Cinergy under that guarantee (excluding, at

times, certain legal fees to which a guaranty beneficiary may be

entitled). In those cases where there is no maximum potential

amount expressly set forth in the guarantee agreement, we

calculate the maximum potential amount by considering the

terms of the guaranteed transactions, to the extent such

amount is estimable.

Cinergy has guaranteed the payment of approximateiy

$9 milhon as of December 31, 2004, for borrowings by

individuals under the Director, Officer, and Key Employee Stock

Purchase Program. Cinergy may be obligated to pay the debt's

principal. and any related interest in the event of an unexcused

breach of a guaranteed payment obhgation by certain directors,

officers, and key employees. The guarantees do not have a set

termination date; however, the borrowings associated with

these guarantees are due in March 2005.

Cinergy Corp. has also provided performance guarantees on

behalf of certain unconsolidated subsidiaries and joint ventures.

These guarantees support performance under various agreements

and instruments (such as construction contracts, operations

and maintenance agreements, and energy service agreements).

Cinergy Corp. may be Liable in the event of an unexcused breach

of a guaranteed performance obhgation by an unconsolidated

subsidiary. Cinergy Corp. has estimated its maximum potentiaL

liability to be $52 miLLion under these guarantees as of

December 31, 2004. Cinergy Corp. may aLso have recourse to
third parties for daims required to be paid under certain of

these guarantees. The majority of these guarantees expire at

the completion of the underlying performance agreement, the

majority of whirh expire from 2016 to 2019.
We have entered into contracts that include indemnNcation

provisions as a routine part of our business activities. Examples

of these contracts include purchase and sale agreements and

operating agreements. In general, these provisions indemnify

the counterparty for matters such as breaches of representations

and warranties and covenants contained in the contract. In

some cases, particularly with respect to purchase and sale

agreements, the potential Liability for certain indemnNcation

obligations is rapped, in whole or in part {generally at an

aggregate amount not exceeding the sale price), and subject

to a deductible amount before any payments would become due.

In other cases (such as indemrdfications for willful misconduct

of employees in a joint venture), the maximum potential

liability is not estimable given that the magmtude of any claims

under those indemnifications would be a function of the extent

of damages actually incurred. Cinergy has estimated the

maximum potential bability, where estimable, to be $128 miibon

under these indemnification provisions. The termination period

for the majority of matters provided by indemnification

provisions in these types of agreements generally ranges

from 2005 to 2009.

We believe the likebhood that Cinergy would be required

to perform or otherwise incur any signNcant Losses associated

with any or all of the guarantees described in the preceding

paragraphs is remote,

(vi) Construction and Other Commitments

Forecasted construction and other committed expenditures

for 2005 are approximately $1.1 billion, and for the five-year

period 2005-2009 {in nominal dollars) are approximately

$5.4 biLLion. This forecast includes an estimate of expenditures

in accordance with the companies' plans regarding

environmental. compliance.

12. Jointly-Owned Plant

CG8 E, CSP, and DP8 1 jointly own electric generating units and

related transmission facilities. PSI is a joint-owner of Gibson

Station Unit No. 5 with Wabash Valley Power Association, Inc.

(WVPA), and Indiana Municipal Power Agency (IMPA).

Additionally, PSI is a joint-owner with WVPA and IMPA of

certain transmission property and local facilities. These facilities

constitute part of the integrated transmission and distribution

systems, which are operated and maintained by PSI. The

Statements of Income reflect CG8|E's and PSI's portions of all.

operating costs associated with the jointly-owned facilities.
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).4. Discontinued Operations

During 2002, we began tailing steps to monetize certain

non-core investments, including renewable and internationaL

investments within Commercial. During the second half of 2002,

we either sold or initiated plans to dispose of generation and

electric and gas distribution operations in the Czech Repubhc,

Estonia, and South Africa. We also sold investments, which

were accounted for under the equity method, in renewable

investments located in Spain and Califorma. In total, we

disposed of approximateLy $125 milhon of investments at a

net loss, after-tax, of $7 milHon in 2002. Included in this net

loss were cumulative foreign currency translation Losses of

approximately $4 miLLion, after-tax.

During 2003, we completed the disposal of our gas distribu-

tion operation in South Afrira, sold our remaimng wind assets

In the United States, and substantially sold or liquidated the

assets of our energy marketing business in the Czech Republic.

As a result of the 2003 transactions, assets of approximately

$140 million were sold or converted into cash and liabilities

of approximately $100 million were assumed by buyers or

liquidated. The net, after-tax, gain from these disposal and

hquidation transactions was approximately $9 million

(including a net after-tax cumulative currency translation

gain of approximately $6 miLLion).

GAAP requires different accounting treatment for investment

disposals involving entities which are consolidated and

entities which are accounted for under the equity method.

The consolidated entities have been presented as Discontinued

operations, net of tax in our Statements of Income and as

Assets/Liabilities of Discontinued Operations in our Balance

Sheets. The accompanying financial statements and prior year

financiaL statements have been reclassified to account for these

entities as such. The disposal of the entities accounted for

using the equity method cannot be presented as discontinued

operations. A gain of approximately $17 milhon on the sale of

these entities is included in h)iscellaneous Income (Expense)—
Net in our 2002 Statements of Income,

DECEMBER 31

(in mi llians) 2003 2002

Revenues&0

Income (Loss) Before Taxes

Income Taxes Benefit
Income (Loss) from Discontinued Operations

Income (Loss) from operations, net of tax

Gain (Loss) on disposal, net of taxis)

Total Income (Loss) from

Discontinued Operations

Assets

Current assets

Property, plant, and equipment —net
Other assets

Total Assets

Liabilities

Current Babilities

Long-term debt (including Long-term

debt due within one year)

Other

Total Liabilities

$22 $95
$4 $ (27)
$4 $2

$ (I)
9 (24)

$9 $ (25)

$5 $49
78
20

$ 5 $147

$12 $7
85

17

$12 $109

(1) presented for informational purposes only. Att results of operations are reported

net in our Statements of Income.

(2) For 2002, appraximatety II7 millian af this omount represents a write-down to fair
vatue, less cost to sell, on assets ctassi)led as held for sale at Oecember 31, 2002.
The remaining loss on disposal for 2002 represents actual losses on completed sales.

The losses included in the 2002 discontinued operations

primarily pertain to two investments. In one case, the primary

customer of a combined heat and power plant filed for bank-

ruptcy resulting in a significant reduction in future expected

revenues from the investment. This investment was sold in

December 2002. In the second case, the retail market of a

gas distribution business did not develop as expected, and we

elected to exit the business rather than invest the additionaL

capital. which would be required to reach a sustainable level of

market penetration. The investment was written down to its

realizable value in Derember 2002 and was subsequently sold

in April 2003.

The following table reflects the assets and liabilities, the

results of operations, and the income (loss) on disposal related

to investments accounted for as discontinued operations for the

years ended December 31, 2003 and 2002. We did not have any

investments accounted for as discontinued operations in 2004.
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15. Investment Activity

(A) INVESTMENT IMPAIRMENT

We hold a portfolio of direct and indirect investments in Power

Technology and Infrastructure (discussed further in Note 16).
During 2004, we recogndzed approximately $56 milHon in

impairment and dispasal charges primarily assaciated with this

portfolio. A substantial portion af these charges relate to a

company in which we hold a non-controlling interest, that sold

its major assets. This company is involved in the development

and sale of outage management software. Based on the terms af

the transaction, we concluded that this cost method investment

was other-than-temporarily impaired. These impairment charges

are included in Miscellaneous Income (Expense) —iylet in our

Statements of Income.

(B) SALE OF INVESTMENT

Power Technology and Infrastructure holds an investment

in a campany that develops, owns and operates wireless

communication towers. In July 2004, this company agreed to

sell the majority of its assets. Most of the assets contemplated

in the purchase/sale agreement were sold in the fourth quarter

af 2004 and we recorded a gain of approximately $21 million

relating ta this sale, These earnings are reflected in Equity

in Earnings of Unconsolidated Subsidiaries in aur Statements

of Income.

16. Financial Information by Business Segment

We conduct operations through our subsidiaries and manage our

businesses through the following three reportable segments".

~ Cammercial;

EI Regulated; and

IE Power Technology and Infrastructure.

Commercial manages our wholesale generation and

energy marketing and trading activities. Commercial also

performs energy risk management activities, provides

customized energy solutians and is responsible for aH of

our international operations.

Regulated consists of PSI's regulated generation and

transmission and distribution operations, and CGEE and

its subsidiaries' regulated electric and gas transmission and

distribution systems. Regulated plans, constructs, operates,

and maintains our transmission and distribution systems and

delivers gas and electric energy to consumers. Regulated also

earns revenues fram wholesale customers primarily by these

customers transmitting electric power through our transmission

system. These businesses are subject to cost of service rate

making where rates to be charged to custamers are based on

prudently incurred costs over a test period plus a reasonable

rate of return.

Power Technology and Infrastructure primarily manages

Cinergy Ventures, LLC (Ventures), our venture capital subsidiary.

Ventures identifies, invests in, and integrates new energy

technologies into our existing businesses, focused primarily

on operational efficiencies and clean energy technologies. In

addition, Power Technology and Infrastructure manages aur

investments in other energy infrastructure and telecommunica-

tion service providers.

Follawing are the financial results by business unit. Certain

prior year amounts have been reclassified to conform to the

current presentation.
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BUSINESS UNITS (CONT. )

C(NERGY BUSINESS UNITS

2003

(in millions)

POWER TECHNOLOGY RECONCIUNG

COMMERCIAL REGULATED AND INFRASTRUCTURE TOTAL ALL OTHERts) EUMINATIONS(N CONSOLIDATED

Operating revenues—
External customers

Intersegment revenues

$1,630 $2,786
185 1

$4,416 $ — $ — $4,416
186 ('186)

Gross Margins

Electric(a)

Gas(4)

714
88

1,469
244

2, 183

332
2, 183

332

Depreciation

Equity in earnings (losses) of
unconso((dated subsidiaries

Interest expense(s)

135

14
94

264

160
(3)
17

399

15
271

399

15

271

Income taxes 7(a) 148 144 144

Discontinued operations, net of tax(')

Cumulative effect of changes

in accounting principles, net of tax(a) 26 26

Segment profit (loss)(a) 275 211 (16) 470

Segment assets from continuing operations

Segment assets from discontinued operations

5,361
5

8,515 175 14,051 63
5

14,114
5

Total segment assets 5,366 8,515 175 14,056 63 14,119

Investments in unconsobdated subsidiaries

Total expenditures for long-lived assets

400
158

14
554

81 495
712

495
712

(1) The Alt Other categary represenls miscellaneous corporate items, which are not allocated to business um'ts for purposes af segment performance measurement.

(Z) The ReconcdTing Elirninadons column eliminotes the intersegment revenues of Eommern'al.

(3)

Electric

gros margins are calculated os Electric operating revenues less Fuel, emission allowances, and purchased power expense from the Statements of Income.

(4) Gas grass margins are calculoted as Gas operating revenues less Gas purchased expense from the Statements of Income

(3) Interest income is deemed immatenal.

(6') The decrease in 2003, os compared to ZDOZ, in part reflects the effect of tax credits associated with production of synthedc fuel beginning in July ZOOZ.

(7) For further informotion, see Note 14.
(8) For further information, see Note 1(Q)(iv).

(9) Management utitizes Segment proflt (loss), after taxes, to evaluate segment performance.
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FinanciaL results by business umt for the years ended December 31, 2004, 2003, and 2002., are as indicated below:

BUSINESS UNITS

GNERGY BUSINESS UNITS

2004

(in millions)

POWER TECHNOLOGY RECONCILING

COMMERCIAL REGULATED AND INFRASTRUCTURE TOTAL ALL OTHER(') ELIMINATIONS( ) CDNSOLIDATED

Operating revenues—
External customers

Intersegment revenues

$1,665 $3,023
163

$4,688 $ — $ — $4,688

163 — (163)

Gross Margins

Electric(')

Gas(4)

637
92

1,656
263

2,293
355

2, 293

355

Depreciation

Equity in earnings of
unconsobdated subsidiaries

Interest expense(')

133

25

121
3

149
20

5

460

48
275

460

48
275

Income taxes (61)(6) 178 (13) 104 104

Segment profit (loss)0) 179 253 (31) 401 401

Total segment assets

Investments in unconsolidated subsidiaries

Total expenditures for long-lived assets

4,992
413
176

9,774

18
517

136

83
7

14,902
514
700

80 14,982
514
700

(I) The All Other category represents miscellaneous corporate items, which are not aliocated to business units for purposes af segment perfarmance measurement.

(2) The Reconci(ing Eliminations category eliminates the intersegment revenues of Commercial

(I) Electric gross margins are calculated as Electric operating revenues less Fuel, emission allowances, and purchased power expense from the Statements of Incame.

(4) Gas gross margins ore calculated as Gas operating revenues less Gas purchased expense from the Statements of Income

(5) Interest income is deemed immaterial.

(o) The reduction in income taxes in 2004, as compared to 2003, primarily reflects lower business unit toxab(e income and also includes an increase in the annual tax credits associated

with the praduction and sa(e af syntheh'c fuel. Eor further information, see Nate (1(C)(iv).
(7) Management udlizes Segment profit ((oss), after taxes, to evaluate segment performance
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BUSINESS UNITS (CONT. )

CINERGY BUSINESS UNITS

2002

(in mdlions)

POWER TECHNOLOGY RECONCILING

COMMERCIAL REGULATED AND INFRASTRUCTURE TOTAL ALL OTHER&'1 ELIMINATIONS& i CONSOLIDATED

Operating revenues—
External customers

Intersegment revenues

$1,592 $2,467
190

$4,059 $ — $ — $4,059

190 (190)

Gross Margins

Electric(s i

Gas&4)

735
77

1,571
203

2,306
280

2,306
280

Depreciation

Equity in earnings (losses) of
unconsolidated subsidiaries

Interest expense(s)

15Q

20

102

248

5

133
(10)

9

404

15
244

15

244

Income taxes 23 151 (14) 160 160

Discontinued operations (net of tax)(a)

Cumulative effect of a change

in accounting principle (net of tax)(')

(25) (25) (25)

Segment profit (loss)la) 115 27Q (24) 361

Segment assets from continuing operations

Segment assets from discontinued operations

5,691
147

7,746 155 13,592
147

93 13,685
147

Total segment assets 5,838 7,746 155 13,739 93 13,832

Investments in unconsolidated subsidiaries 337 10 70 417 417

Total expenditures for long-lived assets
from continuing operations

Total expenditures for tang-lived assets
from discontinued operations

184 681 866 866

Total expenditures for long-lived assets 188 681 1 870

(1) The All Other category represents miscellaneaus corporate items, which are not allocated to business units for purposes af segment performance meosurement.

(2) Tire Recanriling Eliminations column eliminates the intersegment revenues af Commerriat

(3) Electn'c gross margins are calculated as Electric operating revenues less Fuel, emission allowances, and purchased power expense from the Statements of Incame.

(4) Gas grass margins are calculated as Gas aperating revenues less Gas purchased expense from the Statements of Income.

(5) Interest income is deemed immateriaL.

(6) For further information, see Note 14,

(7) For furtherinformation, see Note 1(Q)(iv).
(8) Management utilizes segment profit (loss), after taxes, to evaluate segment performance.

87Q
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BUSINESS UNITS (CONT.)
(in millions) PRODUCTS AND SERVICES

TRADITIONAL UTILIIY

REVENUES

WHOLESALE COMMODITY

YEAR ELECTRIC GAS TOTAL ELECTRIC GAS TOTAL OTHER CONSOLIDATED

2004
2003
2002

$2,324
2, 156

2,02,4

$690 $3,014 $1,213 $ 93 $1,306 $368 $4,688
626 2,782 1,164 210 1,374 26Q 4,416
436 2,460 1,232 155 1,387 212 4,059

(in millions) GEOGRAPHIC AREAS AND LONG-LIVED ASSETS

REVENUES

DOMESTIC INTERNATIONAL CONSOLIDATED

20Q4

2003
2002

$4,637
4,371
4,011

$51 $4,688
45 4,416
48 4,059

(in millions)

LONG-UVED ASSETS FRDM CONTINUING OPERATIONS LONG-LIVED ASSETS FROM DISCONTINUED OPERATIONS TOTAL LONG-LIVED ASSETS

2004
2003
2002

DOMESTIC INTERNATIONAL CONSOUDATED DOMESTIC INTERNATIONAL CONSOLIDATED DOMESTIC INTERNATIONAL CONSOLIDATED

$12,162 $284 $12,446 $- $- $12,162 $284 $12,446
11,524 273 11,797 11,524 273 11,797
10,801 296 11,097 97 97 10,801 393 11,194
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17.Earnings Per Common Share

A reconcihation of EPS —basic to EPS —diluted is presented below for the years ended December 31, 2004, 2003, and 2002:

(in thausands, except per share amaunts) INCOME SHARES EPS

Year ended December 31, 2004

EPS —basic:

Net income $400,868 180,965 $2.22

Effect of dilutive securities:

Common stock options

Directors' compensation plans

Contingently issuable common stock

Stock purchase contracts

EPS —diluted:

Net income plus assumed conversions

678
150
605

1,133

$400,868 183,531 $2.18

Year ended December 31, 2003

EPS —basic:

Income before discontinued operations and cumulative effect

of changes in accounting prindples

Discontinued operations, net of tax

Cumulative effect of changes in accounting principles, net of tax

$434, 4 24

8,886
26,462

$2.46

a.a5

0.15

Net income $469, 772 176,535 $2.66

Effect of dilutive securities:

Common stoci& options

Directors' compensation plans

Contingently issuable common stoci&

Stock purchase contracts

EPS —diluted:

Net income plus assumed conversions

746

152

851
189

$469,772 178,473 $2.63

Year ended December 31, 2002

EPS —basic:

Income before discontinued operations and cumulative effect

of a change in accounting principle

Discontinued operations, net of tax

Cumulative effect of a change in accounting principle, net of tax

$396,636

(25, 161)
(10,899)

$2.37

(0.15)
(a.06)

Net income $360,576 167,047 $ 2.16

Effect of dilutive securities:

Common stock options

Employee Stock Purchase and Savings Plan

Directors' compensation plans

Contingently issuable common stock

EPS —diluted:

Net income plus assumed conversions

899
3

169
934

$360,576 169,052 $2.13
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Options to purchase shares of common stack are excluded

from the calculation of EPS —diluted, if they are considered

ta be anti-dilutive. For the years ended December 31, 2004,

2003, and 2002, approximately 0.9 milhon, 1.6 milLion, and

3.0 mi(hon shares, respectively, were excluded from the EPS—
diluted calculation.

ALso excluded from the EPS —diluted calcuLation for the

years ended December 31, 2004, 2003, and 2002 are up to

9.7 million, 10.6 million, and 10.8 milhon shares, respectively,

issuable pursuant to the stock purchase contracts issued by

Cinergy Corp. in December 2001 associated with the preferred

trust securities transactian. In 3anuary and February 2005, the

stock purchase contracts were settled and holders purchased a

total of 9.2 million shares of Cinergy Corp. common stork. Net

proceeds of approximately $316 milhon were used to reduce

short-term debt.

18. Comprehensive Income

Comprehensive income includes all changes in equity during

a periad exc.ept those resulting frnm investments by and

distributions to shareholders. The majar components inrlude

net income, foreign currency translation adjustments, minimum

pension liability adjustments, unrealized gains and losses on

investment trusts and the effects of certain hedging activities.

We translate the assets and liabihties of foreign subsidiaries,

whose functional currency {generally, the local currency of the

country in which the subsidiary is located) is not the Urdted

States dollar, using the appropriate exchange rate as of the

end of the year. Foreign currency translation adjustments are

unrealized gains and losses on the difference in foreign cnuntry

currency compared to the value of the United States dollar.

The gains and losses are accumulated in camprehensive income.

When a foreign subsidiary is substantialLy hquidated, the cumu-

lative translation gain nr loss is removed from comprehensive

income and is recognized as a compnnent of the gain or loss

on the sale of the subsidiary in our Statements of Income.

We record a minimum pension liabihty adjustment associated

with our defined benefit pension plans when the unfunded

accumulated benefit abligation is in excess of our accrued

pension liabihties and the unrecognized prior service costs

recorded as an intangible asset. The corresponding affset is

recorded on the Balance Sheets in Accrued pension and other

postrelirement benejt costs. Details of the pension plans' assets

and obligations are explained further in Note 9.
We record unreahzed gains and losses on equity investments

in trusts we have estabhshed for aur benefit plans, primarily by

PSI. See Note 9 far further details.

The changes in fair value nf derivatives that qualify as

hedges, under Statement 133, are recorded in comprehensive

incame. The specific hedge accounting and the derivatives that

qualify are explained in greater detai( in Note 7{A).
The elements of Comprehensive income and their related tax

effects far the years ended December 31, 2004, 2003, and 2002

are as follows:

2004

COMPREHENSIVE INCOME

2003 2002

(dollors in millions)

BEFORE-TAX

AMOUNT

TAX

(EXPENSE)

BENEFIT

TAX TAX

NET-OF-TAX BEFORE-TAX (EXPENSE) NET-OF-TAX BEFORE-TAX (EXPENSE) NET-OF-TAX

AMOUNT AMOUNT BENEFIT AMOUNT AMOUNT BENEFTf AMOUNT

Net income

Other comprehensive

income (loss):
Foreign currency

translation adjustment 23
Reclassificat)on

adjustments

(8) 17

3 (6)

(8) 15 25

(9)

$505 $(104) $401 $626 $(156) $470 $519 $(158) $361

(14) 22

Total. foreign

currency

translation

adjustment

Minimum pension

Bability adjustment

Unreahzed gain (loss)
on investment trusts

Cash flow hedges

23 (8)

(53) 21

(2)
(3)

16

(32) (56)

ll
2

{14)(5) 11 40 26

22 (34) (23) (14)

(4) 7 (8) 3 (5)
(1) 1 (33) 13 (20)

Total other comprehensive

income (loss) (») 8 (10) (27) 12 (15) (24) 11 (13)

Total comprehensive income $487 $ (96) $391 $599 $(144) $455 $495 $(147) $348
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The after-tax components of Accumulated other comprehensive income (loss) as of December 31, 2004, 2003, and 2002 are

as follows:

ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS) CLASSIFICATION

(dollars in millions)

FOREIGN

CURRENCY

TRANSLATION

ADJUSTMENT

MINIMUM UNREALIZED

PENSION GAIN (LOSS) TOTAL OTHER

LIABILITY ON INVESTMENT CASH FLOW COMPREHENSIVE

ADJUSTMENT TRUSTS HEDGES INCOME (LOSS)

Balance at December 31, 2001
Current-period change

$(5) $ (6) $(1) $ (5) $(17)
26 (14) (5) (20) (13)

Balance at December 31, 2002

Current-period change

$21
11

$(20) $(6) $(25) $(30)

(34) 7 (15)

Balance at December 31, 2003

Current-period change

$32
'15

$(54)
(32)

$1
2

$(24) $(45)
5 (10)

Balance at December 31, 2004 $47 $(86) $3 $(19) $(55)

19.Transfer of Generating Assets

In December 2002, the IURC approved a settlement agreement

among PSI, the Indiana Office of the Utility Consumer Counselor,

and the IURC Staff authorizing PSI's purchases of the Henna

County, Indiana and ButLer County, Ohio, gas-fired peaking

plants from two non-reguLated affiliates. In February 2003, the

FERC issued an order under Section 203 of the Federal Power Act

authorizing PSI's acquisitions of the plants, which occurred on

February 5, 2003, Subsequently, in April 2003, the FERC issued a

tolling order allowing additional time to consider a request for

rehearing filed in response to the February 2003 FERC order. In

September 2004, FERC issued an order denying the request for

rehearing and affirming the acquisition of the plants.

The KPSC has conditionalhy approved ULHKP's planned

acquisition of CGKE's 68.9 percent ownership interest in

the East Bend Generating Station, Located in Boone County,

Kentucky, the Woodsdale Generating Station, located in Butler

County, Ohio, and one generating unit at the four-unit Miami

Fort Station Located in Halrnlton County, Ohio, ULHBP is

currently seeking approval of the transaction from the SEC,

wherein the Ohio Consumers Counsel has intervened in opposi-

tion, and the FERC.. The transfer, which wiLL be paid for at net

book value, will not affect current electric rates for ULH8 P's

customers, as power will be provided under the same terms as

under the current wholesale power contract with CG8 E through

December 31, 2006. Assuming rereipt of regulatory approvals,

we would anticipate the transfer to tal&e place in the second

quarter oF 2005.
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Operating Revenues (in thousands)
Income Before Discontinued Operations and Cumulative Effect

of Changes in Accounting Princ)ples (in thousands)

Discontinued Operations, net of tax (in thousands)

Cumulative Effect of Changes in Accounting Prlndples,
net of tax (in thousands)

Net Income (in thousands)
Construction Expenditures {including AFUDC) (in thousands)
Capitalization (in thousands)

Common Equity
Preferred Stock

Subject to Mandatory Redemption

Not Subject to Mandatory Redemption

Preferred Trust Securitiesld)

Long-term Debt(&)

2004

$4,687,950

400,868

400,868
699,912

4, 115,922

62,8'18

4,227, 741

2003

$4,415,877

434,424
8,886

26,462

469,772
711,649

3,700,682

62,818

4, 131,909

2002

$4,059,352

396,636
(25, 161)

(10,899)

360,576
866,193

3,293,476

62,828
308, 187

4,011,568

Total Capitalizationie)

Other Common Stock Data

Avg. Common Shares Outstanding —Basic (in millions)

Avg. Common Shares Outstanding —Diluted (in miQions)

Earrdngs Per Share —Basic:
Income Before Discontinued Operations and

Cumulative Effect of Changes in Accounting Principles
Discontinued Operations, net of tax
Cumulative Effect of Changes in Accounting Principles, net of tax

Earnings Per Share —Basic
Earnings Per Share —Diluted:

Income Before Discontinued Operations and

Cumulative Effect of Changes in Accounting Principles

Discontinued Operations, net of tax
Cumulative Effect of Changes in Accounting Principles, net of tax

$8,406,481 $7,895,409 $7,676,059

181
184

177
178

167
169

$2.18 $2.43 $2.34
0.05 {0.15)
0.15 (0.06)

$2.22 $2.46 $2..37
0.05 (0.15)
0.15 (0.06)$2.22 $2.66 $2.16

Earnings Per Share —DHuted

Cash Dividends Declared Per Common Share

Payout Ratio —Not Assuming Dilution

Book Value Per Share (year-end)

$2.18$1.88
84 7%$21.95

$2.63 $2.13$1.84 $1.80
69 2% 83.3%

$20.75 $19.53

(a) Excludes amounts due within ane yeor,

(b) Includes $(0.$2) per share for the cost of reacquiring 90% of CGBE's preferred stock through a tender ofier.

(c) Includes $(0.69) per share for an extraordinary item (Midlands windfall profit tax).

(d) As a result af adopdng Interpretatr'on 46; we no longer consolidote the trust that held Company obligated mandatorily redeemable preferred trust securities of subsidiary, holding

solely debt securities of the company. This resulted in the removal of these securities from our 2003 Balance Sheet and the addition to tong-term debt of a $339 million (net of
discount) note poyable that Cinergy Corp. owes to the trust.
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2001 2000 1999 1998 1997 1996 1995

$3,949,576 $3,752,400 $3,426,647 $3,223,494 $3,227, 627 $3,276, 187 $3,023,431 $2,888,447

456,629
(14,350)

400, 684
(1,218)

401,527

2, 114
260,968 253,238 334,797 347, 182 191,142

442, 279
84'1,32'1

2,941,459

62,833
306,327

3,532,556

399,466
534,976

2, 788,961

62,834

2,828, 792

403,641
378,432

2,653,721

92,597

2,966,842

260,968
370,277

2,541,231

92,640

2,604,467

253, 238
328, 153

2,539,200

177,989

2, 150,902

334,797
324, 238

2, 584,454

194,232

2,326,378

347, 182
326,869

2,548,843

160,000
227,897

2,346,766

191,142
486,734

2,414,271

210,000
267,929

2,615,269

$6,843, 175 $5,680,587 $5,713,160 $5,238,338 $4,868,091 $5, 105,064 $5,283,506 $5,507,469

159
161

159
160

159
159

158
159

158
159

158
159

157
158

147
148

$2.87 $2.52 $2.53 $1.65 $161(c) $2.00(b) $2 22 $1.30

(0.09) (0.01) 0.01

$2.78 $2.51 $2.54 $1.65 $1.61(c) $2.00(b) $2.22 $1.30

$2.84 $2.51 $2.52 $1.65 $1.59(c) $1.99(b) $2.20 $1.29

(0.09) (0.01) 0.01

$2.75 $2.50 $2.53 $1.65 $1.59(c) $1.99(b) $2.20 $1.29

$ 1.80 $ 1.80 $ 1.80 $ 1.80 $ 1.80 $ 1.74 $ 1.72 $ 1.50

64 7'/ 71 7% 70.9% '109.1'/o 111.8% 87 0% 77.5% 115.4'/o

$ 18.45 $ 17.54 $ 16.70 $ 16.06 $ 16.10 $ 16.39 $ 16.17 $ 15.56
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Degree Day Data
Service Territory (Avg. )

Heating (10 year average —5, 139)
Coohng (10 year average —1,045)

Employee Data
Number of Employees (year-end)

Gas Operations
Gas Revenues (in thousands)

Residential
Commercial

Industrial
Other

Total Retail
Wholesale

Other

2004

5,006
882

7,842(e)

$ 429,977
'165,731

27,056
65,088

687,852
95,087

377

2003

5,316
831

7,693

$377,394
150,714
25,922
69,210

623,240
210,031

2,236

2002

5,093
1,357

7,823

$253,470
100,553
17,214
61,562

432,799
154,832

2,840

Total Gas Revenues $783,316 $835,507 $590,471

Gas Sales (thousand mnC's)

Residential
Commercial

Industrial
Other

37,499
15,398

2,692
35,215

39,353
16,804
3, 112

35,790

35,6'L5

15,240
2,927

37,633

Total Retail

Wholesale

Total Gas Sales

90,804 95,059 91,415

1,542, 634 1,421,091 1,252, 783

1,633,438 1,516,150 1,344, 198

Gas Customers (Avg. )(b)
Residential
Commercia(

Industrial
Other

433,483
39,738

1,545
36,258

420, 790
39,980

1,613
42, 555

408,307
38,942

1,569
50,154

Total Gas Customers 51'J,024 504,938 498,972

Avg. Cost Per Ncf Purchased (cents)(c)

(a) As of January 3n 2005.

(b) Excludes whalesale customers.

(c) Excludes wholesale numbers.

733.97 611.44 395.99
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2001 2000 1999 1998 1997 1996 1995 1994

4,828
1,015

5,298
938

4,814
1,151

4,361
1,243

5,476
861

5, 751
953

5,451
1,215

5,066
1,042

8,769 8,362 8,950 8,794 7,609 7,973 8,602 8,868

$349,346
148,206

28, 761
60,679

$287, 753
110,329

17,784
69,406

$210,557
85, 169
13,797
61,098

$240, 297
87,583
17,320
52,589

$284, 516
121,345
31,168
49, 190

$272, 303
118,994
30,409
46,409

$237,576
99,708
28,979
39,588

$242,415
114,854
43,490
35,673

586,992
60,701

7,985

485, 272
51,909

2,902

370,621
57, 732
3,769

397,789
45,954

2, 755

486, 219
30,212

3, 106

468, 115
1,403
4,517

405,851
1,086
3,915

436,432
.1,306
4,660

655 678 $540 083 $432 122 $446 498 $51 537 $474 035 $410 852 $442 398

35,211
16,225
3,356

34,711

89,503

1,007,567

38,23Q

15,829
2,770

43,325

100,154

590,3 17

32,790
14,474

2, 646
41,956

91,866

530,258

36,256
13,999

2,941
60,031

113,227

35'3,353

41,846
19,141
5,240

56,261

122,488

9,372

44, 721
21, 199

5,746
52, 155

123,821

352

43, 153
19,664
6,624

44,848

114,289

279

39,065
20,070

9,025
37,086

105,246

296

1,097,070 690,471 622, 124 466, 580 131,860 124, 173 114,568 105,542

427, 158
41,772

1,'746

24, 680

395,799
39,058

1,447
46,833

387,769
38,033

1,457
44, 789

404,417
39,332

1,569
16,852

407, 128
41,915

1,960
2,709

397,660
41,499

1,961
2, 346

389, 165
40,897

1,959
2, 156

379,953
40, 545

2,076
1,575

495,356 483, 137 472, Q48 462, 170 453,712 443, 466 434, 177 424, 149

677.46 436.9Q 304.78 364.43 380.41 326.50 277.92 335.60
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Electric Operations
Electric Revenues (in thousands)

Residential
Commercial

Industrial
Transportation
Other

2004

$1,200,409
707,980
694,193

26,716
212,008

2003

$1,147,236
728,818
663,350
25,527

136,556

2002

$1,188,161
776,846
699,971
13,560

106,339

Total Retail
Wholesale

Other

2,84'1,306
607,765
87,578

2,701,487 2, 784, 877
559,988 395,435
58,781 76, 125

Total Electric Revenues $3,536,649 $3,320,256 $3,256,437

Electric Sales (mi((ion kWh)

Residential
Commercial

IndustriaL

Transportation
Other

Total Retail
Who(.esale

16,697
11,341
16,965
3,718
3,935

52,656
243,477

16,368
12,148
16,553

3,794
2,471

51,334
164,595

17,088
13,16'1

17,473
2,592
1,811

52,125
138,897

Total Electric Sales 296, '133 215,929 191,022

Electric Customers (Including Transportation) (Avg. )(e)
Residential

(ommercial
Industrial
Other

1,361,626
164,413

5,813
16,827

1,353,611
165,140

6,273
10,477

1,340,398
164,657

6,468
8,178

Total Electric Customers '1,548,679 1,535,50'1 1,519,701

System Capability —Winter (MW)(b)

Commercial Business Urdt

Regulated Business Unit

Electricity Output (mil(ion kWh)

Generated —Net

Commercial Business Unit

Regulated Business Umt

Source of Energy Supply (Capacit)(%)
Commercial Business Unit

Coal

Oil 8 Gas

Regulated Business Unit

Coal

Oil 8 Gas

Hydro

6,276
7,055

25, 131
35,605

66 72%
33.28%

77.76%
21.60%
0 64%

6,276()
7,055(c)

26,974
34,270

66 72%
33 28%

77.76%
21.60%
0.64%

7, 107
6,004

27,363
33,060

58.90%
41.10%

92.90%
6 35%
0 75%

Fuel Cost
Commercial Business Unit

Per MMBtu

Regulated Business Unit

Per MMBtu

$1.50 $1.30 $1.32

$138 $140 $135
Certoin amounts in prior years have been reclassified to conform to the 2004 presentah'on.

(a) Excludes wholesale customers.

(b) Excludes amounts to be purchased, subject to availability, pursuant to agreements with other utilities.

(c) Reguloted purchased the Henry County, Indiana, and gutter County, Ohio, gas)ired peaking plants from Commercial in February 2003,
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2001 2000 1999 1998 1997 1996 1995 1994

$1,087,638
782, 282
710,587

2,798
110,885

2,694, 190
441,470

79,992

$1,088,998
775, 201
720,610

106,899

2,691,708
372, 185

52,455

$1,127,289
754, 965
725,641

117,284

2,725, 179
192,406
49,035

$1,028, 3 14
722, 292
702, 208

100,017

2, 552,831
129,393
46,399

$984,891
689,091
669,464

$996,959
673,181
657,563

$965,278
661,496
637,090

118,458

$898,763
626,333
598, 126

96,247111,867 110,003

2, 455,313 2,437,706 2, 382,322 2,219,469
208,423 296,600 197,943 194,734
38,488 34,400 32,314 31,846

$3,215,652 $3,116,348 $2,966,620 $2,728, 623 $2,702, 224 $2,768,706 $2,612,579 $2,446,049

15,794
13,607
18,022

613
1,720

49,756
119,938

15,633
13,596
19,008

1,891

50, 128
69,831

16,069
13,102
18,830

1,939

49,940
49,883

14,551
12,524
18,093

1,815

46,983
77,759

14,147
12,034
17,321

1,825

45,327
57,454

14,705
11,802
16,803

1,811

45, 121
12,399

14,366
1 1,648
16,264

1,795

44, 073
7,769

13,578
11,167
15,547

1,723

42,015
7,801

169,694 119,959 99,823 124,742 102,781 57,520 51,842 49,816

1,329,708
163,528

6,562
7,601

1,304,893
159,965

6,507
7,060

1,280, 658
156,897

6,486
6,639

1,257, 853
153,674

6,473
6,395

1,236,974
151,093

6,472
6,280

'1,215,782
149,015

6,470
6, 184

1,195,323
147,888

6,424
5,955

1,174,705
144,766

6,345
5,733

1,507,399 1,478,425 1,450, 680 1,424, 395 1,400,819 1,377,451 1,355,590 1,331,549

7,084
6,004 11,249 11,221 11,221 11,221 11,221 11,351 11,181

24,955
33,627 63,010 59,389 56,920 54,850 52,659 52,458 50,330

59.10'/o

40.90'/a

92 90o/o

6 35'/o

0.7 5'/o

86.80'/o

12.80'/0

0.40'/o

86.77'/o

12.83'/o

0.40'/a

86.7 7'/o

12.83'/o

0.40'/o

86.77'/o

12.83'/o

p 4p'/o

86 77'/a

12.83'/o

0 40'/o

85.78'/a

13.82'/a

0 40'/o

85.57'/o

14.03'/o

0 40'/o

$ 1.39

$ 1.31 $ 1.25 $ 1.26 $ 1.25 $ 1.31 $ 1.30 $ 1.40 $ 1.44
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Shareholder Information

QUARTERLY STOCK DATA

Quarter

2004
High

Close

Low

Dividends per share

2003
High

Close

Low

Dividends per share

CORPORATE HEADQUARTERS

Cinergy Corp.

]39 East Fourth Street

Cincinnati, Ohio 45202

Web site: www. cinergy. corn

ANNUAL MEETING

The annual meeting of shareholders

wig be held at the

Northern Kentucky Convention Center

One West Rivercenter Boulevard

Covington, Kentucky

on Thursday, May 5, 2005,

at 9:00 a.m. Eastern Daylight Time.

COMMON STOCK

Cinergy's c.ommon stock, traded under

the ticker symbol CIN, is hsted on

the New York Stock Exchange. Cinergy

has unhsted trading privileges on the

Boston, Chicago, Cincinnati, Pacific

and Philadelphia exchanges. As of

Jan. 31, 2005, there were 45,628

common stock shareholders of record.

FORM 10-K

Shareholders may obtain a copy of

Cinergy's annual, report to the Securities

and Exchange Commission (Form 10-K),

without charge, by contacting Investor

Relations or by visiting our Web site at:

www. cinergy. corn/investors.

tat 2nd 3rd

$41.10 $41.04 $40.75
40.89 38.00 39.60
37.17 34.92 36.95

.47 .47 .47

$42.63
41.63

38.08
.47

$35.87 $38.75 $36.99
33.65 36.79 36.70
29.77 33.25 33.14

.46 .46 .46

$38.86
38.81
35.19

.46

REINVESTMENT PLAN INQUIRIES

National City Bank

Reinvestment Senrices-Loc. 5352

P.O. Box 94946

Cleveland, Ohio 44101-4946
Toil-free phone: 1-800-325-2945

Fax: (216) 257-8367

DIRECT DEPOSIT OF DIVIDENDS

Shareholders ran have their dividends

electrorfically transferred to their

checking or savings accounts. To receive

an enrollment form, contact National

City Bank.

DIRECT STOCK PURCHASE AND

DIVIDEND REINVESTMENT

finergy's Direct Stock Purchase and

Dividend Reinvestment Plan provides

investors with a convenient method to

purchase shares of Cinergy Corp. common

stock and to reinvest cash dividends in

the purchase of additional shares of

Cinergy Corp. common stocl&, without

incurring brokerage fees, Shareholders

may automatically reinvest all or a

portion of their cash dividends in

Cinergy common stock at prevailing

market prices. Currently, there are

about 26,248 shareholders participating

in the plan.

Complete details about the plan are

contained in the plan's prospectus. To

receive a copy of the prospectus and

an enrollment form, contact National

City Bank.

OTHER SHAREHOLDER ACCOUNT

IN QUI RIES

National City Banl&

Shareholder Services-Loc. 5352

P.O. Box 92301

Cleveland, Ohio 44101-4301
Toll-free phone: 1-800-325-2945

Fax: (216) 257-8508

E-mail address for all services:

shareholder. inquiriesCDnationalcity. corn

INVESTOR CONTACT

Bradley C. Arnett

Managing Director, Investor Relations

and Assistant Treasurer

139 East Fourth Street 26AT

Cincinnati, Ohio 45202

(513) 287-3024

Fax: (513) 287-1088

E-maih brad. arnettgcinergy. corn

OTHER INFORMATION

Transfer agent and registrar for

Cinergy forp. common and CGBE and

PSI preferred shares:

National City Banl&

Stocl& Transfer Dept. -Loc. 5352

P.O. Box 92301

Cleveland, Ohio 44193-0900

NYSE CEO CERTIFICATION

Cinergy Corp. has filed the certification

of its chief executive officer and chief

financial officer pursuant to Section 302

of the Sarbanes-Oxley Act of 2002 as

exhibits to its Annual Report on Form

10-K for the year ended December 31,
2004. In May 2004, Cinergy Corp.'s

chief executive officer, as required by

Section 303A. 12(a) of the NYSE Listed

Company Manual, certified to the NYSE

that he was not aware of any violation

by Cinergy Corp. of the NYSE's corporate

governance listing standards.
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THE ENVIRONMENTAL BENEFITS OF

PRINTING THIS ANNUAL REPORT

ON RECYCLED PAPER

This report was printed on Mohawk Paper Mills Options

100% PC Recycled stock and Special Making Order 50%
PC Recycled stock, made with 100 percent and 50 percent

post-consumer waste respectively. The papers were manu-

factured entirely with wind-generated electricity and are

acid free. This project used 108 tons of paper and the

savings and benefits derived from using post-consumer

recycled fiber instead of virgin fiber are as follows:

L.3. Rittenhouse is a financial strategist
and author of Do 8usiness with People

You Can Tfu$t. As President of andBEYOND

Communications Inc. , Rittenhouse advises

corporate executives on strategies to
dehver straightforward communications

that add value. Each year she publishes

the Rittenhouse Rankings"", which benchmarl&

the candor in CEO annual report letters.
To demonstrate the financial impact of clear
CEO messages, these annual rankings are

correlated with stocl& price performance.
AndBEYOND's proprietary research places

capital stewardship at the center of the
factors that define sustainable, successful

businesses. These perspectives have been

adopted by Fortune 500 companies in energy,

manufacturing, service and technology indus-

tries. Rittenhouse's newest essay, "If We Pay

Attention, "
appears in the anthology, Living

the Questions (3ossey-Bass, March 2005).

Savings derived from using

post-consumer recycled
fiber in lieu of virgin fiber:

1,824
Trees not cut down

81,878 lbs.
Sohd waste not generated

5,246 lbs.
Waterborne waste not

created

160,020 lbs.
Atmospheric emissions

eliminated

771,732 gallons
Water/wastewater flow

saved

1,045,799,000 Btus
Energy not consumed

Source: Mohawk Paper Mills Inc.

Savings derived from

chaos&ng a paper from

Mohawk's wind power

32,327 lbs.
Air emissions (CO, , SO, and

NO„) not generated

The fossil fuel equivalent

for this amount of wind

energy'.

21.0 barrels
Crude oil

of

4.8 tons
Coal (Anthracite)

The amount of wind energy

is equivalent to:

2, 188 trees
being planted

of

3 cars
Taken off the road for

one year

2005 Cinergy Corp.



the power of change

Cinergy Corp.

139 East Fourth Street
Cincinnati, Ohio 45202
www, cinergy. corn

Cinergy Corp. has a balanced, integrated portfoho consisting
of two core businesses: regulated operations and commercial

businesses. Cinergy's regulated public utihties in Ohio, Indiana

and Kentucky serve 1.5 million electric customers and about

500,000 gas customers. In addition, its Indiana regulated

company owns 7,000 megawatts of generation. Cinergy's

competitive commercial businesses have 6,300 megawatts of

generating capacity with a profitable balance of stable existing
customer portfolios, new customer origination, marketing and

trading and industrial-site cogeneration. Cinergy's integrated
businesses make it a Midwest leader in providing both low-cost

generation and reliable electric and gas service.


